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firm of Arnold & Porter, which he joined as an associate in 1962. In 1975 he left to serve as general counsel to 
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CONDITION AND PERFORMANCE OF COMMERCIAL BANKS 


Condition and Performance of 
Commercial Banks 


Summary 

National banks scored further gains in net income during the seeond quarter of 2004, 
posting solid performances in both net interest income and noninterest ineome. A decline 
in provisioning also contributed to rising net income. 

Core deposits, which had been growing briskly for 3 years, slowed in the second quarter, 
but at large banks much of this slowdown was offset by gains in foreign deposits. Banks 
continued to add to their securities holdings even in an environment of rising interest 
rates. 

Near-term challenges include how to maintain growth in loan volume under eeonomie 
conditions that suggest slower growth in borrowing by both business and consumers. 

Key Trends 


Both return on equity (ROE) and return on assets (ROA) at national banks remained 
near all-time records in the seeond quarter. Net interest income, the largest component of 
growth of net income, rose by $3.3 billion (9.5 percent) year-over-year, with noninterest 
income up $2.7 billion (9.6 percent), and a reduction in provisioning again contributing to 
net income growth (see Table 1). Noninterest expense continued to rise, as it has over the 
recent past. 
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CONDITION AND PERFORMANCE OF COMMERCIAL BANKS 


Table 1 — Both interest and non interest income show solid growth 


National banks 


Major income components 
(Change, $ millions) 



2002Q2-03Q2 

% Change 

2003Q2-04Q2 

% Change 

Revenues 

Net interest income 

454 

1.3% 

3,335 

9.5% 

Real gains/losses sec 

816 

n.m. 

-704 

n.m. 

Non interest income 

1,523 

5.7% 

2,693 

9.6% 

Expenses 

Provisioning 

-1,502 

-19.3% 

-1,417 

-22.5% 

Noninterest expense 

2,766 

8.4% 

3,373 

9.4% 

Net income 

1,118 

7.9% 

2,099 

13.8% 


Source: Integrated Banking Intormation System (OCC) n.m. - not meaningtui 


Total assets grew at 7.5 pereent, eompared to the long-run average of 6 pereent. A 
slowdown in growth of eore deposits (down from 13 pereent a year ago to 7 pereent 
in the second quarter) was largely offset by strong growth in foreign deposits at larger 
banks (up 30 percent), and by growth in Federal Home Loan Bank advances at smaller 
banks (up 20 percent). Both large and small banks continued to expand their securities 
holdings (up 13 percent at large banks and 9 percent at small banks), as steep yield curves 
continued to attract bank portfolio managers. Growth in mortgage-backed securities 
was particularly pronounced at large banks, where they accounted for 48 percent of the 
increase in securities. 
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CONDITION AND PERFORMANCE OF COMMERCIAL BANKS 


Figure 1 — Rise in net interest income driven by continued strong asset growth; net interest margin 
(NiM) continues to drop, especially at large banks 


Percent 


Commercial banks 


Percent 



Source: Integrated Banking Information System (OCC) *2004 growth caicuiated June 2003 to June 2004. 

Ail other growth calculated year ago, June 2004 NIM. 

Asset growth more than offset the continued decline in net interest margins, which fell to 
an all-time low for our data series, which begins in 1984 (See Figure 1). Small-bank NIM 
has been at an historic low for several quarters. For larger banks, NIM has drifted down 
over the last two years, and now stands at a 16-year low. 

Loan growth remained strong at both large and small banks, led by residential real estate, 
where loans rose 37 percent year-over-year. Consumer loans rose 17 percent in the 
aggregate, with credit card loans up 11 percent. 

Many have asked what would happen to bank income if interest rates continue to rise, 
as is widely anticipated. Figure 2 shows that the last time interest rates rose sharply, 
a decade ago, NIMs rose for smaller banks. The shaded area shows the time of rising 
interest rates, January 1994 through February 1995. During this time, NIMs at smaller 
banks rose by 27 basis points before settling back for a net gain of 15 basis points. 
Meanwhile, NIMs actually fell at larger banks. The benefits of rising interest rates went 
largely to wholesale banks. Wholesale loans, on average, re-price more quickly than retail 
loans, so wholesale lenders do better in an environment of rising interest rates. 
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CONDITION AND PERFORMANCE OF COMMERCIAL BANKS 


Figure 2—Small banks may see net interest margin benefit with rising rates 


National non-specialty banks Percent 



Source: Integrated Banking Information System (OCC) 


Quarteriy data from 1992Q1 through 1996Q4. 


At smaller banks, the eomposition of lending has ehanged over the last decade. In 1994, 
loan growth at smaller banks was split about evenly between wholesale and retail loans. 
But since then, small-bank loan growth has come primarily from wholesale lending, as 
Figure 3 shows. Wholesale lending claimed 42 percent of loan growth in 1994, but 68 
percent in the first half of 2004. Within wholesale lending, the fastest growing sector has 
been business real estate lending, which now accounts for about three-quarters of the 
increase. Retail lending, on the other hand, has slipped from 50 percent of small-bank 
loan growth in 1994, to only 12 percent in the first half of 2004. 
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CONDITION AND PERFORMANCE OF COMMERCIAL BANKS 


Figure 3—Smaller banks now much more dependent on business lending for loan growth 


National non-specialty banks under $1 billion 



Source: Integrated Banking Information System (OCC) 

*2004 data as of June 30, 2004. All other data as of year-end. Data are merger adjusted and held constant. Retail includes residential RE 
(1-to 4-family and borne equity) and consumer, wholesale, is CBT and business RE (multifamily, construction, and CRE). 


The composition of lending to small-businesses has also changed, particularly in the 
last three years. As Figure 4 indicates, small business owners have sharply increased 
their home mortgage debt since 2001, at the same time that they have scaled back their 
business borrowing. This strongly suggests that they have taken advantage of the boom 
in residential real estate values to substitute mortgage debt for business debt, and helps 
to explain the still-sluggish growth in commercial and industrial (C&I) loans, even in the 
small business sector, which has been growing. 
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CONDITION AND PERFORMANCE OF COMMERCIAL BANKS 


Figure 4—Smaller businesses substituting residential mortgages for commercial and 

industrial loans 



Source: Federal Reserve Board (Haver Analytics) 


Quarterly data through March 2004. 


In the coming quarters, banks face the challenge of maintaining growth in net interest 
income despite low NIMs. So bar, banks have been able to offset low NIMs with solid 
growth in loan volume. But a still-sluggish job market and the high debt levels born by 
U.S. households have led to a slowdown in the growth of consumer spending. This makes 
it unlikely that consumers will continue to drive growth in bank lending. Persistently high 
oil prices, or a sharp increase in interest rates, would drain more purchasing power from 
consumers, and further depress spending and borrowing. Moreover, three years into the 
recovery, commercial and industrial lending has yet to pick up, despite solid growth in 
business investment over the last year. Thus banks cannot count on either consumers or 
businesses to drive loan growth. 
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Key indicators, FDiC-insured nationai banks 

Annuai 2000-2003, year-to-date through June 30, 2004, second quarter 2003, and second quarter 2004 

(Dollar figures in millions) 



2000 

2001 

2002 

2003 

Preliminary 

2004YTD 

2003Q2 

Preliminary 

2004Q2 

Number of institutions reporting 

2,230 

2,138 

2,077 

1,999 

1,959 

2,047 

1,959 

Total employees (FTEs) 

948,549 

966,545 

993,469 

1,000,493 

1,058,108 

1,036,594 

1,058,108 

Selected income data ($) 








Net income 

$38,907 

$44,172 

$56,484 

$62,973 

$33,234 

$15,248 

$17,346 

Net interest income 

115,673 

125,366 

141,377 

143,162 

75,083 

35,246 

38,590 

Provision for loan losses 

20,536 

28,921 

32,613 

24,010 

10,032 

6,294 

4,878 

Noninterest income 

96,749 

100,094 

109,531 

116,113 

58,523 

28,203 

30,896 

Noninterest expense 

128,973 

131,736 

136,822 

144,937 

75,643 

35,859 

39,241 

Net operating income 

40,158 

42,943 

54,341 

60,604 

32,075 

14,315 

16,916 

Cash dividends declared 

32,327 

27,783 

41,757 

45,047 

15,838 

9,720 

9,984 

Net charge-offs 

17,227 

25,107 

31,381 

26,973 

11,267 

6,570 

5,546 

Selected condition data ($) 








Total assets 

3,414,384 

3,635,053 

3,908,025 

4,292,257 

4,596,473 

4,160,704 

4,596,473 

Total loans and leases 

2,224,132 

2,269,248 

2,445,291 

2,630,614 

2,788,902 

2,500,406 

2,788,902 

Reserve for losses 

39,992 

45,537 

48,338 

48,627 

47,874 

48,041 

47,874 

Securities 

502,299 

576,550 

653,702 

753,642 

841,306 

744,213 

841,306 

Other real estate owned 

1,553 

1,799 

2,075 

1,941 

1,793 

2,119 

1,793 

Noncurrent loans and leases 

27,151 

34,261 

38,166 

34,875 

28,954 

35,207 

28,954 

Total deposits 

2,250,402 

2,384,414 

2,565,771 

2,786,714 

2,983,926 

2,711,339 

2,983,926 

Domestic deposits 

1,827,064 

2,001,243 

2,168,876 

2,322,009 

2,444,159 

2,293,678 

2,444,159 

Equity capital 

293,729 

340,657 

371,434 

390,523 

434,804 

383,675 

434,804 

Off-balance-sheet derivatives 

15,502,911 

20,549,785 

25,953,772 

31,554,693 

36,297,170 

30,885,259 

36,297,170 

Performance ratios (annualized %) 








Return on equity 

13.69 

13.84 

15.79 

16.47 

16.20 

16.04 

16.53 

Return on assets 

1.18 

1.25 

1.50 

1.53 

1.49 

1.49 

1.53 

Net interest income to assets 

3.50 

3.56 

3.76 

3.47 

3.37 

3.45 

3.41 

Loss provision to assets 

0.62 

0.82 

0.87 

0.58 

0.45 

0.62 

0.43 

Net operating income to assets 

1.21 

1.22 

1.44 

1.47 

1.44 

1.40 

1.50 

Noninterest income to assets 

2.92 

2.84 

2.91 

2.82 

2.63 

2.76 

2.73 

Noninterest expense to assets 

3.90 

3.74 

3.63 

3.51 

3.40 

3.51 

3.47 

Loss provision to loans and leases 

0.95 

1.28 

1.38 

0.95 

0.74 

1.01 

0.71 

Net charge-offs to loans and leases 

0.80 

1.11 

1.33 

1.07 

0.83 

1.06 

0.81 

Loss provision to net charge-offs 

119.21 

115.19 

103.93 

89.02 

89.04 

95.79 

87.96 

Performance ratios (%) 








Percent of institutions unprofitable 

6.91 

7.48 

6.93 

5.60 

5.82 

6.30 

5.97 

Percent of institutions with earnings gains 

66.64 

56.83 

71.21 

56.03 

56.81 

53.69 

56.97 

Nonint. income to net operating revenue 

45.55 

44.40 

43.65 

44.78 

43.80 

44.45 

44.46 

Nonint. expense to net operating revenue 

60.72 

58.43 

54.53 

55.90 

56.62 

56.52 

56.47 

Condition ratios (%) 








Nonperforming assets to assets 

0.86 

1.01 

1.06 

0.89 

0.69 

0.92 

0.69 

Noncurrent loans to loans 

1.22 

1.51 

1.56 

1.33 

1.04 

1.41 

1.04 

Loss reserve to noncurrent loans 

147.30 

132.91 

126.65 

139.43 

165.35 

136.45 

165.35 

Loss reserve to loans 

1.80 

2.01 

1.98 

1.85 

1.72 

1.92 

1.72 

Equity capital to assets 

8.60 

9.37 

9.50 

9.10 

9.46 

9.22 

9.46 

Leverage ratio 

7.49 

7.81 

7.88 

7.70 

7.48 

7.83 

7.48 

Risk-based capital ratio 

11.84 

12.59 

12.66 

12.65 

12.57 

12.91 

12.57 

Net loans and leases to assets 

63.97 

61.17 

61.33 

60.15 

59.63 

58.94 

59.63 

Securities to assets 

14.71 

15.86 

16.73 

17.56 

18.30 

17.89 

18.30 

Appreciation in securities (% of par) 

-0.01 

0.47 

2.12 

0.88 

-0.74 

2.00 

-0.74 

Residential mortgage assets to assets 

19.60 

22.55 

24.72 

24.44 

24.79 

26.09 

24.79 

Total deposits to assets 

65.91 

65.60 

65.65 

64.92 

64.92 

65.17 

64.92 

Core deposits to assets 

45.61 

48.08 

48.75 

48.03 

47.18 

48.56 

47.18 

Volatile liabilities to assets 

35.18 

31.23 

30.31 

30.57 

32.43 

30.26 

32.43 






Loan performance, FDIC-insured national banks 

Annual 2000-2003, year-to-date through June 30, 2004, second quarter 2003, and second quarter 2004 

(Dollar figures in millions) 



2000 

2001 

2002 

2003 

Preliminary 

2004YTD 

2003Q2 

Preliminary 

2004Q2 

Percent of loans past due 30-89 days 








Total loans and leases 

1.25 

1.38 

1.14 

1.02 

0.83 

0.98 

0.83 

Loans secured by real estate (RE) 

1.42 

1.42 

1.07 

0.91 

0.75 

0.90 

0.75 

1 - to 4-family residential mortgages 

1.95 

1.84 

1.45 

1.30 

1.10 

1.16 

1.10 

Home equity loans 

1.07 

0.79 

0.61 

0.45 

0.35 

0.48 

0.35 

Multifamily residential mortgages 

0.59 

0.82 

0.42 

0.54 

0.43 

0.55 

0.43 

Commercial RE loans 

0.72 

0.85 

0.58 

0.47 

0.41 

0.55 

0.41 

Construction RE loans 

1.12 

1.28 

0.91 

0.66 

0.61 

0.85 

0.61 

Commercial and industrial loans 

0.71 

0.94 

0.76 

0.63 

0.55 

0.79 

0.55 

Loans to individuals 

2.40 

2.38 

2.15 

2.08 

1.79 

1.78 

1.79 

Credit cards 

2.50 

2.52 

2.57 

2.48 

2.18 

2.12 

2.18 

Installment loans and other plans 

2.31 

2.62 

2.07 

1.95 

1.66 

1.76 

1.66 

All other loans and leases 

0.56 

0.84 

0.55 

0.34 

0.24 

0.47 

0.24 

Percent of loans noncurrent 








Total loans and leases 

1.22 

1.51 

1.56 

1.33 

1.04 

1.41 

1.04 

Loans secured by real estate (RE) 

0.93 

1.05 

0.97 

0.95 

0.79 

0.91 

0.79 

1 - to 4-family residential mortgages 

1.06 

1.06 

1.02 

1.14 

0.97 

0.87 

0.97 

Home equity loans 

0.41 

0.38 

0.32 

0.24 

0.18 

0.28 

0.18 

Multifamily residential mortgages 

0.55 

0.54 

0.48 

0.45 

0.44 

0.49 

0.44 

Commercial RE loans 

0.77 

1.02 

1.05 

0.97 

0.86 

1.10 

0.86 

Construction RE loans 

0.82 

1.15 

1.03 

0.71 

0.60 

0.94 

0.60 

Commercial and industrial loans 

1.66 

2.44 

3.00 

2.19 

1.57 

2.80 

1.57 

Loans to individuals 

1.46 

1.49 

1.60 

1.78 

1.62 

1.47 

1.62 

Credit cards 

1.90 

2.05 

2.16 

2.24 

1.90 

1.84 

1.90 

Installment loans and other plans 

1.06 

1.24 

1.30 

1.55 

1.56 

1.37 

1.56 

All other loans and leases 

0.86 

1.19 

1.11 

0.74 

0.45 

0.95 

0.45 

Percent of loans charged-off, net 








Total loans and leases 

0.80 

1.11 

1.33 

1.07 

0.83 

1.06 

0.81 

Loans secured by real estate (RE) 

0.12 

0.26 

0.19 

0.21 

0.10 

0.16 

0.09 

1 - to 4-family residential mortgages 

0.14 

0.32 

0.17 

0.24 

0.12 

0.13 

0.09 

Home equity loans 

0.23 

0.35 

0.23 

0.23 

0.14 

0.23 

0.14 

Multifamily residential mortgages 

0.03 

0.04 

0.11 

0.03 

0.07 

0.05 

0.13 

Commercial RE loans 

0.07 

0.16 

0.17 

0.13 

0.06 

0.15 

0.07 

Construction RE loans 

0.05 

0.15 

0.19 

0.14 

0.04 

0.17 

0.03 

Commercial and industrial loans 

0.87 

1.50 

1.80 

1.35 

0.57 

1.45 

0.51 

Loans to individuals 

2.84 

3.13 

4.02 

3.45 

3.44 

3.54 

3.50 

Credit cards 

4.43 

5.06 

6.58 

5.48 

5.67 

5.69 

5.95 

Installment loans and other plans 

1.54 

1.66 

1.91 

1.81 

1.54 

1.86 

1.46 

All other loans and leases 

0.47 

0.87 

1.24 

0.88 

0.13 

0.39 

0.10 

Loans outstanding ($) 








Total loans and leases 

$2,224,132 

$2,269,248 

$2,445,291 

$2,630,614 

$2,788,902 

$2,500,406 

$2,788,902 

Loans secured by real estate (RE) 

892,138 

976,094 

1,139,263 

1,254,981 

1,358,775 

1,219,136 

1,358,775 

1 - to 4-family residential mortgages 

443,000 

472,680 

573,669 

605,100 

630,802 

618,980 

630,802 

Home equity loans 

82,672 

102,131 

141,058 

192,703 

237,377 

163,094 

237,377 

Multifamily residential mortgages 

28,026 

30,075 

33,968 

35,652 

35,677 

34,243 

35,677 

Commercial RE loans 

221,267 

236,489 

253,427 

269,936 

285,159 

260,020 

285,159 

Construction RE loans 

76,899 

91,437 

95,361 

104,218 

114,714 

97,838 

114,714 

Farmland loans 

12,350 

12,615 

13,225 

13,614 

14,448 

13,395 

14,448 

RE loans from foreign offices 

27,923 

30,668 

28,556 

33,758 

40,598 

31,567 

40,598 

Commercial and industrial loans 

646,988 

597,301 

546,050 

500,005 

515,487 

523,735 

515,487 

Loans to individuals 

370,394 

389,947 

450,604 

527,991 

517,203 

432,397 

517,203 

Credit cards* 

176,425 

166,628 

209,971 

250,893 

235,816 

187,506 

235,816 

Other revolving credit plans 


29,258 

33,243 

32,883 

32,200 

32,405 

32,200 

Installment loans 

193,969 

194,060 

207,390 

244,215 

249,186 

212,486 

249,186 

All other loans and leases 

316,177 

307,851 

311,822 

349,521 

399,395 

327,649 

399,395 

Less: Unearned income 

1,565 

1,944 

2,449 

1,884 

1,959 

2,511 

1,959 


*Prior to March 2001, credit cards included "Other revolving credit plans." 
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Key indicators, FDIC-insured national banks by asset size 
Second quarter 2003 and second quarter 2004 
(Dollar figures in millions) 



Less than $1OOM 
2003Q2 2004Q2 

$100Mto$1B 
2003Q2 2004Q2 

$1Bto$10B 
2003Q2 2004Q2 

Greater than $10B 
2003Q2 2004Q2 

Number of institutions reporting 

886 

817 

992 

974 

123 

122 

46 

46 

Total employees (FTEs) 

20,691 

18,848 

137,229 

93,733 

92,310 

85,593 

786,364 

859,934 

Selected Income data ($) 









Net income 

$25 

$111 

$862 

$878 

$1,502 

$1,280 

$12,859 

$15,077 

Net interest income 

451 

427 

2,500 

2,504 

3,294 

3,105 

29,001 

32,555 

Provision for loan losses 

49 

30 

200 

149 

490 

428 

5,554 

4,272 

Noninterest income 

201 

163 

1,330 

1,343 

3,250 

2,281 

23,422 

27,109 

Noninterest expense 

540 

417 

2,486 

2,504 

3,869 

3,023 

28,963 

33,297 

Net operating income 

23 

111 

830 

876 

1,452 

1,274 

12,010 

14,655 

Cash dividends declared 

79 

77 

392 

455 

682 

1,049 

8,566 

8,403 

Net charge-offs 

27 

21 

152 

120 

423 

380 

5,968 

5,025 

Selected condition data ($) 









Total assets 

47,873 

44,946 

272,124 

271,779 

373,093 

361,318 

3,467,613 

3,918,430 

Total loans and leases 

28,105 

26,660 

167,950 

172,443 

231,738 

222,250 

2,072,614 

2,367,549 

Reserve for losses 

407 

389 

2,423 

2,398 

3,722 

3,157 

41,489 

41,930 

Securities 

11,872 

11,898 

67,823 

68,495 

75,468 

86,296 

589,049 

674,618 

Other real estate owned 

79 

71 

306 

278 

215 

177 

1,519 

1,266 

Noncurrent loans and leases 

366 

311 

1,695 

1,410 

2,251 

1,591 

30,896 

25,641 

Total deposits 

40,112 

37,513 

220,068 

218,358 

242,304 

237,517 

2,208,856 

2,490,538 

Domestic deposits 

40,086 

37,501 

219,711 

218,187 

239,757 

234,774 

1,794,124 

1,953,697 

Equity capital 

5,538 

5,183 

27,842 

27,241 

42,968 

39,255 

307,328 

363,125 

Off-balance-sheet derivatives 

14 

10 

4,336 

2,642 

22,209 

17,930 

31,213,460 

36,708,189 

Performance ratios (annualized %) 









Return on equity 

1.81 

8.45 

12.56 

12.85 

14.17 

13.20 

16.87 

17.31 

Return on assets 

0.21 

0.99 

1.28 

1.31 

1.61 

1.44 

1.52 

1.57 

Net interest income to assets 

3.79 

3.81 

3.72 

3.73 

3.54 

3.48 

3.42 

3.38 

Loss provision to assets 

0.41 

0.27 

0.30 

0.22 

0.53 

0.48 

0.65 

0.44 

Net operating income to assets 

0.19 

1.00 

1.23 

1.30 

1.56 

1.43 

1.42 

1.52 

Noninterest income to assets 

1.69 

1.46 

1.98 

2.00 

3.49 

2.56 

2.76 

2.81 

Noninterest expense to assets 

4.54 

3.72 

3.70 

3.73 

4.16 

3.39 

3.42 

3.46 

Loss provision to loans and leases 

0.71 

0.46 

0.48 

0.35 

0.85 

0.78 

1.08 

0.74 

Net charge-offs to loans and leases 

0.38 

0.32 

0.37 

0.28 

0.73 

0.69 

1.16 

0.87 

Loss provision to net charge-offs 

183.88 

143.34 

131.35 

124.32 

115.92 

112.45 

93.06 

85.01 

Performance ratios (%) 









Percent of institutions unprofitable 

10.50 

11.26 

3.02 

1.95 

4.88 

4.92 

0.00 

0.00 

Percent of institutions with earnings gains 

49.32 

53.24 

58.06 

58.01 

45.53 

66.39 

65.22 

76.09 

Nonint. income to net operating revenue 

30.86 

27.69 

34.73 

34.91 

49.66 

42.36 

44.68 

45.44 

Nonint. expense to net operating revenue 

82.88 

70.71 

64.92 

65.09 

59.13 

56.13 

55.25 

55.81 

Condition ratios (%) 









Nonperforming assets to assets 

0.94 

0.89 

0.74 

0.62 

0.66 

0.49 

0.96 

0.71 

Noncurrent loans to loans 

1.30 

1.17 

1.01 

0.82 

0.97 

0.72 

1.49 

1.08 

Loss reserve to noncurrent loans 

111.24 

125.19 

142.97 

169.99 

165.39 

198.36 

134.28 

163.53 

Loss reserve to loans 

1.45 

1.46 

1.44 

1.39 

1.61 

1.42 

2.00 

1.77 

Equity capital to assets 

11.57 

11.53 

10.23 

10.02 

11.52 

10.86 

8.86 

9.27 

Leverage ratio 

11.04 

11.43 

9.51 

9.46 

9.84 

9.30 

7.42 

7.13 

Risk-based capital ratio 

18.24 

18.82 

15.05 

14.74 

16.55 

15.47 

12.37 

12.14 

Net loans and leases to assets 

57.86 

58.45 

60.83 

62.57 

61.11 

60.64 

58.57 

59.35 

Securities to assets 

24.80 

26.47 

24.92 

25.20 

20.23 

23.88 

16.99 

17.22 

Appreciation in securities (% of par) 

2.46 

-0.81 

2.60 

-0.80 

3.16 

-0.56 

1.77 

-0.75 

Residential mortgage assets to assets 

21.30 

20.73 

24.13 

23.11 

25.52 

26.92 

26.38 

24.76 

Total deposits to assets 

83.79 

83.46 

80.87 

80.34 

64.94 

65.74 

63.70 

63.56 

Core deposits to assets 

71.22 

71.00 

67.89 

67.66 

55.94 

56.32 

45.93 

44.65 

Volatile liabilities to assets 

14.42 

14.88 

17.28 

17.88 

21.73 

23.77 

32.42 

34.44 


Inclusion of a bank in self-liquidation had a material impact on the June 2003 results for banks with assets under $100 million. 
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Loan performance, FDIC-insured national banks by asset size 
Second quarter 2003 and second quarter 2004 
(Dollar figures in millions) 



Less than $100M 
2003Q2 2004Q2 

$100M to$1B 
2003Q2 2004Q2 

$1Bto $10B 
2003Q2 2004Q2 

Greater than $10B 
2003Q2 2004Q2 

Percent of loans past due 30-89 days 









Total loans and leases 

1.40 

1.31 

1.02 

0.86 

0.97 

0.65 

0.97 

0.84 

Loans secured by real estate (RE) 

1.21 

1.13 

0.83 

0.73 

0.78 

0.42 

0.92 

0.79 

1 - to 4-family residential mortgages 

1.64 

1.55 

1.13 

1.05 

1.13 

0.57 

1.16 

1.15 

Home equity loans 

0.54 

0.51 

0.50 

0.33 

0.43 

0.25 

0.49 

0.36 

Multifamily residential mortgages 

0.76 

0.93 

0.46 

0.50 

0.51 

0.29 

0.58 

0.43 

Commercial RE loans 

0.94 

0.81 

0.62 

0.58 

0.44 

0.30 

0.54 

0.38 

Construction RE loans 

1.14 

1.12 

0.93 

0.69 

0.72 

0.46 

0.86 

0.63 

Commercial and industrial loans 

1.73 

1.63 

1.29 

0.98 

1.12 

0.98 

0.72 

0.47 

Loans to individuals 

2.32 

2.35 

1.87 

1.79 

1.68 

1.52 

1.79 

1.80 

Credit cards 

2.20 

1.93 

3.27 

3.19 

2.26 

2.51 

2.09 

2.15 

Installment loans and other plans 

2.36 

2.40 

1.64 

1.54 

1.44 

1.09 

1.80 

1.69 

All other loans and leases 

0.92 

0.73 

0.84 

0.60 

0.49 

0.36 

0.45 

0.22 

Percent of loans noncurrent 









Total loans and leases 

1.30 

1.17 

1.01 

0.82 

0.97 

0.72 

1.49 

1.08 

Loans secured by real estate (RE) 

1.16 

1.00 

0.87 

0.74 

0.87 

0.59 

0.91 

0.81 

1 - to 4-family residential mortgages 

1.01 

0.96 

0.79 

0.69 

0.92 

0.50 

0.87 

1.03 

Home equity loans 

0.28 

0.11 

0.20 

0.15 

0.31 

0.18 

0.28 

0.18 

Multifamily residential mortgages 

0.96 

0.65 

0.47 

0.52 

0.46 

0.27 

0.50 

0.45 

Commercial RE loans 

1.21 

1.12 

1.04 

0.82 

0.95 

0.85 

1.15 

0.86 

Construction RE loans 

1.28 

0.88 

0.73 

0.80 

0.81 

0.42 

0.99 

0.60 

Commercial and industrial loans 

1.97 

2.04 

1.50 

1.21 

1.44 

1.04 

3.01 

1.65 

Loans to individuals 

0.84 

0.82 

0.87 

0.79 

1.15 

0.97 

1.55 

1.68 

Credit cards 

1.70 

1.68 

2.74 

2.50 

1.98 

2.23 

1.81 

1.88 

Installment loans and other plans 

0.82 

0.79 

0.53 

0.46 

0.69 

0.34 

1.55 

1.71 

All other loans and leases 

1.55 

1.15 

1.40 

0.68 

0.39 

0.50 

0.97 

0.44 

Percent of loans charged-off, net 









Total loans and leases 

0.38 

0.32 

0.37 

0.28 

0.73 

0.69 

1.16 

0.87 

Loans secured by real estate (RE) 

0.07 

0.08 

0.09 

0.06 

0.11 

0.10 

0.18 

0.10 

1 - to 4-family residential mortgages 

0.09 

0.08 

0.09 

0.07 

0.12 

0.11 

0.14 

0.09 

Home equity loans 

-0.01 

0.04 

0.03 

0.03 

0.08 

0.09 

0.24 

0.14 

Multifamily residential mortgages 

0.00 

-0.01 

0.06 

0.03 

0.06 

0.52 

0.05 

0.07 

Commercial RE loans 

0.08 

0.11 

0.13 

0.06 

0.08 

0.07 

0.18 

0.07 

Construction RE loans 

0.12 

0.04 

0.06 

0.04 

0.18 

0.06 

0.19 

0.02 

Commercial and industrial loans 

0.88 

0.92 

0.68 

0.48 

1.13 

0.76 

1.53 

0.48 

Loans to individuals 

1.38 

0.98 

1.57 

1.54 

2.57 

4.33 

3.76 

3.54 

Credit cards 

14.59 

4.05 

6.13 

6.66 

5.44 

11.00 

5.70 

5.75 

Installment loans and other plans 

0.72 

0.84 

0.71 

0.50 

1.01 

0.79 

2.08 

1.56 

All other loans and leases 

0.26 

0.08 

0.36 

0.28 

0.19 

0.09 

0.41 

0.10 

Loans outstanding ($) 









Total loans and leases 

$28,105 

$26,660 

$167,950 

$172,443 

$231,738 

$222,250 

$2,072,614 

$2,367,549 

Loans secured by real estate (RE) 

16,917 

16,356 

112,693 

118,237 

127,494 

136,271 

962,033 

1,087,910 

1 - to 4-family residential mortgages 

6,968 

6,468 

39,819 

38,199 

55,892 

51,932 

516,301 

534,202 

Home equity loans 

479 

531 

6,064 

7,200 

9,081 

10,350 

147,470 

219,295 

Multifamily residential mortgages 

436 

433 

4,343 

4,419 

4,703 

5,066 

24,761 

25,760 

Commercial RE loans 

5,275 

5,218 

44,231 

47,958 

40,767 

47,484 

169,748 

184,498 

Construction RE loans 

1,654 

1,720 

13,040 

14,661 

14,934 

19,104 

68,209 

79,230 

Farmland loans 

2,104 

1,986 

5,197 

5,797 

1,655 

1,753 

4,439 

4,913 

RE loans from foreign offices 

0 

0 

0 

3 

462 

583 

31,105 

40,012 

Commercial and industrial loans 

4,568 

4,307 

27,676 

28,106 

39,891 

44,248 

451,600 

438,826 

Loans to individuals 

3,367 

3,051 

18,011 

16,122 

41,422 

24,041 

369,596 

473,988 

Credit cards 

127 

140 

2,879 

2,698 

15,482 

8,203 

169,018 

224,776 

Other revolving credit plans 

48 

37 

358 

335 

1,742 

1,115 

30,257 

30,713 

Installment loans 

3,192 

2,874 

14,774 

13,089 

24,197 

14,724 

170,322 

218,499 

All other loans and leases 

3,284 

2,969 

9,756 

10,154 

23,019 

17,795 

291,591 

368,478 

Less: Unearned income 

31 

24 

187 

176 

88 

106 

2,206 

1,653 


Inclusion of a bank in self-liquidation had a material impact on the June 2003 results for banks with assets under $100 million. 
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Key indicators, FDIC-insured national banks by region 
Second quarter 2004 
(Dollar figures in millions) 



Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

All 

institutions 

Number of institutions reporting 

217 

234 

389 

406 

562 

151 

1,959 

Total employees (FTEs) 

339,016 

222,301 

212,506 

158,791 

88,682 

36,812 

1,058,108 

Selected income data ($) 








Net income 

$4,881 

$4,124 

$3,777 

$2,165 

$797 

$1,603 

$17,346 

Net interest income 

11,083 

8,447 

7,911 

5,416 

2,309 

3,423 

38,590 

Provision for loan losses 

2,082 

355 

468 

847 

229 

897 

4,878 

Noninterest income 

12,242 

5,180 

5,491 

4,711 

1,288 

1,984 

30,896 

Noninterest expense 

14,018 

7,960 

7,109 

5,892 

2,246 

2,016 

39,241 

Net operating income 

4,853 

3,550 

3,913 

2,193 

812 

1,596 

16,916 

Cash dividends declared 

1,100 

2,774 

3,984 

1,272 

403 

451 

9,984 

Net charge-offs 

2,605 

307 

685 

919 

211 

820 

5,546 

Selected condition data ($) 








Total assets 

1,306,672 

1,216,468 

1,020,879 

537,736 

262,936 

251,783 

4,596,473 

Total loans and leases 

721,725 

643,392 

667,275 

398,738 

166,183 

191,589 

2,788,902 

Reserve for losses 

17,185 

7,502 

10,163 

6,733 

2,144 

4,147 

47,874 

Securities 

233,109 

271,249 

181,724 

60,111 

60,856 

34,257 

841,306 

Other real estate owned 

157 

345 

650 

296 

295 

51 

1,793 

Noncurrent loans and leases 

11,186 

3,816 

6,389 

2,902 

1,288 

3,373 

28,954 

Total deposits 

853,341 

819,550 

628,478 

361,590 

198,003 

122,964 

2,983,926 

Domestic deposits 

511,121 

724,046 

556,177 

342,239 

196,560 

114,014 

2,444,159 

Equity capital 

150,155 

93,744 

83,136 

55,719 

24,718 

27,333 

434,804 

Off-balance-sheet derivatives 

14,899,908 

18,845,911 

1,774,076 

686,767 

48,863 

41,645 

36,297,170 

Performance ratios (annualized %) 








Return on equity 

14.48 

17.55 

17.93 

15.66 

12.94 

24.04 

16.53 

Return on assets 

1.54 

1.37 

1.47 

1.64 

1.23 

2.71 

1.53 

Net interest income to assets 

3.50 

2.81 

3.08 

4.10 

3.56 

5.78 

3.41 

Loss provision to assets 

0.66 

0.12 

0.18 

0.64 

0.35 

1.52 

0.43 

Net operating income to assets 

1.53 

1.18 

1.53 

1.66 

1.25 

2.70 

1.50 

Noninterest income to assets 

3.86 

1.72 

2.14 

3.57 

1.98 

3.35 

2.73 

Noninterest expense to assets 

4.42 

2.64 

2.77 

4.46 

3.46 

3.41 

3.47 

Loss provision to loans and leases 

1.19 

0.22 

0.28 

0.87 

0.56 

2.07 

0.71 

Net charge-offs to loans and leases 

1.48 

0.19 

0.41 

0.94 

0.52 

1.89 

0.81 

Loss provision to net charge-offs 

79.93 

115.75 

68.38 

92.17 

108.19 

109.51 

87.96 

Performance ratios (%) 








Percent of institutions unprofitable 

5.99 

9.40 

4.11 

4.68 

6.23 

7.95 

5.97 

Percent of institutions with earnings gains 

54.84 

64.53 

49.61 

51.97 

57.83 

77.48 

56.97 

Nonint. income to net operating revenue 

52.48 

38.01 

40.97 

46.52 

35.80 

36.70 

44.46 

Nonint. expense to net operating revenue 

60.10 

58.42 

53.04 

58.18 

62.43 

37.29 

56.47 

Condition ratios (%) 








Nonperforming assets to assets 

0.89 

0.37 

0.72 

0.60 

0.60 

1.36 

0.69 

Noncurrent loans to loans 

1.55 

0.59 

0.96 

0.73 

0.77 

1.76 

1.04 

Loss reserve to noncurrent loans 

153.63 

196.60 

159.07 

232.01 

166.52 

122.95 

165.35 

Loss reserve to loans 

2.38 

1.17 

1.52 

1.69 

1.29 

2.16 

1.72 

Equity capital to assets 

11.49 

7.71 

8.14 

10.36 

9.40 

10.86 

9.46 

Leverage ratio 

8.15 

6.41 

7.07 

7.80 

8.25 

9.66 

7.48 

Risk-based capital ratio 

13.47 

11.58 

12.14 

12.10 

12.78 

14.99 

12.57 

Net loans and leases to assets 

53.92 

52.27 

64.37 

72.90 

62.39 

74.45 

59.63 

Securities to assets 

17.84 

22.30 

17.80 

11.18 

23.14 

13.61 

18.30 

Appreciation in securities (% of par) 

-0.71 

-0.79 

-0.99 

0.88 

-1.36 

-0.92 

-0.74 

Residential mortgage assets to assets 

12.96 

36.14 

24.92 

24.78 

26.98 

28.59 

24.79 

Total deposits to assets 

65.31 

67.37 

61.56 

67.24 

75.30 

48.84 

64.92 

Core deposits to assets 

33.89 

54.36 

49.56 

54.94 

61.69 

40.13 

47.18 

Volatile liabilities to assets 

42.54 

28.45 

29.26 

22.76 

23.95 

41.55 

32.43 
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Loan performance, FDIC-insured national banks by region 
Second quarter 2004 
(Dollar figures in millions) 



Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

All 

institutions 

Percent of loans past due 30-89 days 








Total loans and leases 

0.95 

0.55 

0.87 

0.84 

0.81 

1.25 

0.83 

Loans secured by real estate (RE) 

0.65 

0.61 

1.04 

0.65 

0.73 

0.83 

0.75 

1- to 4-family residential mortgages 

0.88 

0.91 

1.62 

0.99 

1.01 

1.12 

1.10 

Home equity loans 

0.30 

0.32 

0.44 

0.32 

0.42 

0.16 

0.35 

Multifamily residential mortgages 

0.37 

0.11 

0.67 

0.43 

0.54 

0.15 

0.43 

Commercial RE loans 

0.40 

0.17 

0.66 

0.31 

0.55 

0.27 

0.41 

Construction RE loans 

0.75 

0.20 

0.94 

0.52 

0.54 

1.07 

0.61 

Commercial and industrial loans 

0.54 

0.27 

0.61 

0.61 

0.78 

1.06 

0.55 

Loans to individuals 

1.92 

1.48 

1.36 

1.94 

1.49 

2.04 

1.79 

Credit cards 

2.16 

1.28 

1.87 

2.39 

1.87 

2.12 

2.18 

Installment loans and other plans 

2.03 

1.58 

1.36 

1.31 

1.53 

1.86 

1.66 

All other loans and leases 

0.22 

0.07 

0.34 

0.24 

0.76 

0.35 

0.24 

Percent of loans noncurrent 








Total loans and leases 

1.55 

0.59 

0.96 

0.73 

0.77 

1.76 

1.04 

Loans secured by real estate (RE) 

0.76 

0.38 

1.11 

0.50 

0.72 

2.07 

0.79 

1- to 4-family residential mortgages 

0.65 

0.43 

1.62 

0.36 

0.77 

3.12 

0.97 

Home equity loans 

0.14 

0.11 

0.25 

0.20 

0.18 

0.03 

0.18 

Multifamily residential mortgages 

0.63 

0.21 

0.50 

0.76 

0.31 

0.13 

0.44 

Commercial RE loans 

0.94 

0.48 

1.17 

0.98 

0.77 

0.77 

0.86 

Construction RE loans 

0.78 

0.28 

0.77 

0.92 

0.61 

0.39 

0.60 

Commercial and industrial loans 

2.23 

1.44 

1.38 

0.95 

1.00 

1.22 

1.57 

Loans to individuals 

2.34 

0.69 

0.58 

1.50 

0.51 

1.66 

1.62 

Credit cards 

1.94 

0.96 

1.51 

2.17 

1.55 

1.71 

1.90 

Installment loans and other plans 

3.38 

0.73 

0.41 

0.45 

0.48 

1.59 

1.56 

All other loans and leases 

0.64 

0.42 

0.31 

0.28 

0.99 

0.62 

0.45 

Percent of loans charged-off, net 








Total loans and leases 

1.48 

0.19 

0.41 

0.94 

0.52 

1.89 

0.81 

Loans secured by real estate (RE) 

0.05 

0.05 

0.19 

0.06 

0.19 

-0.01 

0.09 

1- to 4-family residential mortgages 

0.04 

0.05 

0.24 

0.05 

0.17 

-0.02 

0.09 

Home equity loans 

0.03 

0.15 

0.21 

0.11 

0.23 

0.00 

0.14 

Multifamily residential mortgages 

0.02 

0.00 

0.25 

-0.08 

0.53 

-0.01 

0.13 

Commercial RE loans 

-0.01 

0.04 

0.13 

0.05 

0.18 

0.00 

0.07 

Construction RE loans 

-0.01 

-0.01 

0.03 

0.00 

0.17 

0.00 

0.03 

Commercial and industrial loans 

0.27 

0.54 

0.42 

0.54 

1.29 

1.16 

0.51 

Loans to individuals 

4.51 

0.64 

1.70 

4.13 

1.04 

4.74 

3.50 

Credit cards 

6.25 

3.09 

4.58 

6.23 

5.01 

5.45 

5.95 

Installment loans and other plans 

2.55 

0.62 

1.09 

0.69 

0.84 

0.62 

1.46 

All other loans and leases 

0.05 

0.07 

0.16 

0.10 

0.45 

-0.05 

0.10 

Loans outstanding ($) 








Total loans and leases 

$721,725 

$643,392 

$667,275 

$398,738 

$166,183 

$191,589 

$2,788,902 

Loans secured by real estate (RE) 

219,802 

389,424 

335,701 

212,252 

107,251 

94,346 

1,358,775 

1- to 4-family residential mortgages 

85,307 

218,878 

140,613 

95,748 

35,289 

54,966 

630,802 

Home equity loans 

46,705 

52,945 

67,864 

54,642 

11,527 

3,694 

237,377 

Multifamily residential mortgages 

4,455 

7,929 

13,100 

4,382 

2,810 

3,003 

35,677 

Commercial RE loans 

40,055 

72,848 

76,129 

39,338 

32,832 

23,957 

285,159 

Construction RE loans 

8,777 

31,912 

33,638 

13,690 

18,470 

8,227 

114,714 

Farmland loans 

838 

1,907 

3,764 

4,452 

2,988 

499 

14,448 

RE loans from foreign offices 

33,664 

3,003 

593 

0 

3,337 

1 

40,598 

Commercial and industrial loans 

158,786 

110,604 

132,848 

53,277 

35,118 

24,854 

515,487 

Loans to individuals 

222,485 

56,938 

79,511 

78,066 

15,589 

64,615 

517,203 

Credit cards 

116,717 

436 

13,996 

48,504 

766 

55,397 

235,816 

Other revolving credit plans 

19,061 

3,633 

4,828 

2,612 

576 

1,489 

32,200 

Installment loans 

86,707 

52,868 

60,687 

26,950 

14,247 

7,728 

249,186 

All other loans and leases 

122,155 

86,561 

119,282 

55,168 

8,336 

7,892 

399,395 

Less: Unearned income 

1,504 

135 

66 

23 

113 

118 

1,959 





Key indicators, FDIC-insured commerciai banks 

Annuai 2000-2003, year-to-date through June 30, 2004, second quarter 2003, and second quarter 2004 

(Dollar figures in millions) 



2000 

2001 

2002 

2003 

Preliminary 

2004YTD 

2003Q2 

Preliminary 

2004Q2 

Number of institutions reporting 

8,315 

8,080 

7,888 

7,770 

7,691 

7,833 

7,691 

Total employees (FTEs) 

1,670,758 

1,701,721 

1,745,614 

1,759,517 

1,861,969 

1,802,575 

1,861,969 

Selected income data ($) 








Net income 

$70,795 

$73,830 

$89,726 

$102,441 

$53,065 

$25,492 

$26,646 

Net interest income 

203,584 

214,676 

236,657 

239,981 

124,663 

59,907 

63,924 

Provision for loan losses 

30,026 

43,337 

48,195 

34,837 

13,569 

9,241 

6,680 

Noninterest income 

154,247 

158,206 

172,408 

186,505 

95,123 

46,125 

48,803 

Noninterest expense 

216,831 

223,254 

233,586 

245,991 

129,916 

61,669 

67,289 

Net operating income 

72,383 

71,002 

85,425 

98,194 

51,518 

23,632 

26,115 

Cash dividends declared 

53,854 

54,228 

67,536 

77,835 

28,378 

21,983 

16,991 

Net charge-offs 

24,771 

36,474 

44,538 

37,933 

15,200 

9,519 

7,493 

Selected condition data ($) 








Total assets 

6,245,560 

6,552,421 

7,076,587 

7,601,109 

8,048,367 

7,484,750 

8,048,367 

Total loans and leases 

3,815,498 

3,884,336 

4,156,181 

4,428,813 

4,671,708 

4,293,867 

4,671,708 

Reserve for losses 

64,120 

72,273 

76,999 

77,152 

75,537 

77,295 

75,537 

Securities 

1,078,985 

1,172,540 

1,334,830 

1,456,308 

1,558,426 

1,445,337 

1,558,426 

Other real estate owned 

2,912 

3,569 

4,165 

4,218 

3,901 

4,396 

3,901 

Noncurrent loans and leases 

42,930 

54,578 

60,550 

52,908 

44,862 

56,809 

44,862 

Total deposits 

4,179,567 

4,377,558 

4,689,852 

5,029,020 

5,326,484 

4,925,698 

5,326,484 

Domestic deposits 

3,472,901 

3,748,042 

4,031,815 

4,287,849 

4,499,012 

4,247,610 

4,499,012 

Equity capital 

530,356 

593,696 

647,452 

691,931 

742,064 

676,435 

742,064 

Off-balance-sheet derivatives 

40,570,263 

45,325,982 

56,208,607 

71,089,869 

81,016,991 

65,946,284 

81,016,991 

Performance ratios (annualized %) 








Return on equity 

13.99 

13.09 

14.47 

15.31 

14.84 

15.28 

14.64 

Return on assets 

1.18 

1.15 

1.33 

1.40 

1.36 

1.39 

1.34 

Net interest income to assets 

3.40 

3.35 

3.50 

3.27 

3.19 

3.27 

3.22 

Loss provision to assets 

0.50 

0.68 

0.71 

0.48 

0.35 

0.50 

0.34 

Net operating income to assets 

1.21 

1.11 

1.26 

1.34 

1.32 

1.29 

1.32 

Noninterest income to assets 

2.58 

2.47 

2.55 

2.54 

2.43 

2.52 

2.46 

Noninterest expense to assets 

3.62 

3.48 

3.46 

3.35 

3.32 

3.36 

3.39 

Loss provision to loans and leases 

0.82 

1.12 

1.21 

0.82 

0.60 

0.87 

0.58 

Net charge-offs to loans and leases 

0.67 

0.95 

1.12 

0.89 

0.67 

0.90 

0.65 

Loss provision to net charge-offs 

121.14 

118.82 

108.21 

91.84 

89.27 

97.08 

89.16 

Performance ratios (%) 








Percent of institutions unprofitable 

7.34 

8.13 

6.64 

5.98 

5.30 

5.99 

5.66 

Percent of institutions with earnings gains 

67.31 

56.25 

72.69 

59.23 

58.34 

56.45 

57.51 

Nonint. income to net operating revenue 

43.11 

42.43 

42.15 

43.73 

43.28 

43.50 

43.29 

Nonint. expense to net operating revenue 

60.60 

59.87 

57.10 

57.68 

59.11 

58.16 

59.69 

Condition ratios (%) 








Nonperforming assets to assets 

0.74 

0.92 

0.94 

0.77 

0.62 

0.84 

0.62 

Noncurrent loans to loans 

1.13 

1.41 

1.46 

1.19 

0.96 

1.32 

0.96 

Loss reserve to noncurrent loans 

149.36 

132.42 

127.17 

145.82 

168.38 

136.06 

168.38 

Loss reserve to loans 

1.68 

1.86 

1.85 

1.74 

1.62 

1.80 

1.62 

Equity capital to assets 

8.49 

9.06 

9.15 

9.10 

9.22 

9.04 

9.22 

Leverage ratio 

7.69 

7.78 

7.83 

7.85 

7.73 

7.84 

7.73 

Risk-based capital ratio 

12.12 

12.70 

12.77 

12.75 

12.73 

12.86 

12.73 

Net loans and leases to assets 

60.06 

58.18 

57.64 

57.25 

57.11 

56.34 

57.11 

Securities to assets 

17.28 

17.89 

18.86 

19.16 

19.36 

19.31 

19.36 

Appreciation in securities (% of par) 

0.20 

0.82 

2.22 

0.84 

-0.84 

2.04 

-0.84 

Residential mortgage assets to assets 

20.19 

21.64 

23.30 

23.28 

23.74 

24.40 

23.74 

Total deposits to assets 

66.92 

66.81 

66.27 

66.16 

66.18 

65.81 

66.18 

Core deposits to assets 

46.39 

48.72 

48.68 

48.55 

47.93 

48.61 

47.93 

Volatile liabilities to assets 

34.97 

31.45 

31.41 

31.03 

32.58 

30.92 

32.58 





Loan performance, FDIC-insured commercial banks 
Annual 2000-2003, year-to-date through June 30, 2004, second quarter 2003, and second quarter 2004 

(Dollar figures in miilions) 



2000 

2001 

2002 

2003 

Preliminary 

2004YTD 

2003Q2 

Preliminary 

2004Q2 

Percent of loans past due 30-89 days 








Total loans and leases 

1.25 

1.37 

1.17 

1.02 

0.83 

1.00 

0.83 

Loans secured by real estate (RE) 

1.26 

1.31 

1.08 

0.90 

0.72 

0.90 

0.72 

1- to 4-family residential mortgages 

1.72 

1.69 

1.49 

1.29 

1.01 

1.17 

1.01 

Home equity loans 

0.98 

0.79 

0.59 

0.45 

0.34 

0.47 

0.34 

Multifamily residential mortgages 

0.55 

0.72 

0.46 

0.48 

0.36 

0.42 

0.36 

Commercial RE loans 

0.74 

0.90 

0.68 

0.56 

0.50 

0.63 

0.50 

Construction RE loans 

1.06 

1.21 

0.89 

0.69 

0.61 

0.84 

0.61 

Commercial and industrial loans 

0.83 

1.01 

0.89 

0.72 

0.66 

0.86 

0.66 

Loans to individuals 

2.47 

2.46 

2.22 

2.09 

1.76 

1.87 

1.76 

Credit cards 

2.66 

2.70 

2.72 

2.54 

2.23 

2.34 

2.23 

Installment loans and other plans 

2.34 

2.54 

2.08 

1.93 

1.57 

1.74 

1.57 

All other loans and leases 

0.64 

0.84 

0.58 

0.48 

0.33 

0.49 

0.33 

Percent of loans noncurrent 








Total loans and leases 

1.13 

1.41 

1.46 

1.19 

0.96 

1.32 

0.96 

Loans secured by real estate (RE) 

0.81 

0.96 

0.89 

0.86 

0.72 

0.85 

0.72 

1- to 4-family residential mortgages 

0.90 

0.97 

0.93 

1.00 

0.84 

0.82 

0.84 

Home equity loans 

0.37 

0.37 

0.30 

0.24 

0.18 

0.27 

0.18 

Multifamily residential mortgages 

0.44 

0.46 

0.38 

0.38 

0.37 

0.42 

0.37 

Commercial RE loans 

0.72 

0.96 

0.94 

0.90 

0.82 

0.99 

0.82 

Construction RE loans 

0.76 

1.06 

0.98 

0.70 

0.57 

0.89 

0.57 

Commercial and industrial loans 

1.66 

2.41 

2.93 

2.10 

1.62 

2.70 

1.62 

Loans to individuals 

1.41 

1.43 

1.51 

1.52 

1.37 

1.37 

1.37 

Credit cards 

2.01 

2.12 

2.24 

2.21 

1.89 

1.95 

1.89 

Installment loans and other plans 

0.98 

1.12 

1.14 

1.14 

1.12 

1.14 

1.12 

All other loans and leases 

0.70 

0.97 

1.01 

0.66 

0.44 

0.90 

0.44 

Percent of loans charged-off, net 








Total loans and leases 

0.67 

0.95 

1.12 

0.89 

0.67 

0.90 

0.65 

Loans secured by real estate (RE) 

0.09 

0.19 

0.15 

0.17 

0.09 

0.15 

0.09 

1- to 4-family residential mortgages 

0.11 

0.22 

0.14 

0.19 

0.10 

0.14 

0.09 

Home equity loans 

0.18 

0.27 

0.19 

0.20 

0.13 

0.19 

0.14 

Multifamily residential mortgages 

0.03 

0.04 

0.08 

0.03 

0.04 

0.04 

0.07 

Commercial RE loans 

0.05 

0.13 

0.15 

0.13 

0.07 

0.14 

0.08 

Construction RE loans 

0.05 

0.14 

0.17 

0.14 

0.04 

0.13 

0.04 

Commercial and industrial loans 

0.81 

1.43 

1.76 

1.26 

0.60 

1.33 

0.56 

Loans to individuals 

2.43 

2.73 

3.34 

3.04 

2.94 

3.06 

2.97 

Credit cards 

4.39 

5.12 

6.38 

5.57 

5.53 

6.03 

5.77 

Installment loans and other plans 

1.18 

1.29 

1.46 

1.45 

1.23 

1.36 

1.16 

All other loans and leases 

0.45 

0.80 

1.15 

0.80 

0.15 

0.39 

0.13 

Loans outstanding ($) 








Total loans and leases 

$3,815,498 

$3,884,336 

$4,156,181 

$4,428,813 

$4,671,708 

$4,293,867 

$4,671,708 

Loans secured by real estate (RE) 

1,673,324 

1,800,228 

2,068,150 

2,272,461 

2,461,384 

2,205,179 

2,461,384 

1- to 4-family residential mortgages 

790,028 

810,781 

945,705 

994,153 

1,056,320 

1,009,513 

1,056,320 

Home equity loans 

127,694 

154,193 

214,724 

284,511 

341,167 

246,312 

341,167 

Multifamily residential mortgages 

60,406 

64,131 

71,934 

79,678 

83,026 

76,672 

83,026 

Commercial RE loans 

466,453 

505,882 

555,990 

602,367 

634,714 

577,313 

634,714 

Construction RE loans 

162,613 

193,014 

207,452 

231,481 

255,945 

218,661 

255,945 

Farmland loans 

34,096 

35,533 

38,066 

40,699 

42,965 

39,711 

42,965 

RE loans from foreign offices 

32,033 

36,695 

34,280 

39,572 

47,248 

36,999 

47,248 

Commercial and industrial loans 

1,051,992 

981,130 

910,811 

869,711 

875,332 

890,204 

875,332 

Loans to individuals 

606,695 

629,412 

703,748 

770,351 

757,971 

690,259 

757,971 

Credit cards* 

249,425 

232,448 

275,957 

316,006 

298,132 

251,142 

298,132 

Other revolving credit plans 


34,202 

38,209 

37,558 

36,606 

37,044 

36,606 

Installment loans 

357,269 

362,762 

389,582 

416,786 

423,233 

402,074 

423,233 

All other loans and leases 

486,400 

476,689 

476,872 

519,159 

579,939 

511,672 

579,939 

Less: Unearned income 

2,912 

3,123 

3,401 

2,870 

2,919 

3,448 

2,919 


*Prior to March 2001, credit cards included "Other revolving credit plans." 
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Key indicators, FDIC-insured commercial banks by asset size 
Second quarter 2003 and second quarter 2004 
(Dollar figures in millions) 



Less than $100M 
2003Q2 2004Q2 

$100M to$1B 
2003Q2 2004Q2 

$1Bto $10B 
2003Q2 2004Q2 

Greater than $10B 
2003Q2 2004Q2 

Number of institutions reporting 

4,026 

3,819 

3,386 

3,444 

340 

342 

81 

86 

Total employees (FTEs) 

80,087 

77,345 

343,702 

346,268 

247,072 

226,683 

1,131,714 

1,211,673 

Selected Income data ($) 









Net income 

$442 

$497 

$2,841 

$2,886 

$3,699 

$3,369 

$18,510 

$19,894 

Net interest income 

1,954 

1,887 

8,445 

8,713 

8,644 

8,160 

40,864 

45,164 

Provision for loan losses 

151 

111 

669 

543 

1,177 

812 

7,244 

5,214 

Noninterest income 

627 

474 

3,252 

3,283 

6,433 

5,069 

35,814 

39,977 

Noninterest expense 

1,856 

1,628 

7,271 

7,554 

8,579 

7,439 

43,963 

50,667 

Net operating income 

422 

494 

2,738 

2,871 

3,537 

3,323 

16,935 

19,426 

Cash dividends declared 

290 

285 

1,321 

1,376 

8,483 

2,907 

11,890 

12,422 

Net charge-offs 

100 

71 

513 

411 

1,180 

731 

7,726 

6,280 

Selected condition data ($) 









Total assets 

206,283 

197,767 

896,698 

923,586 

968,239 

934,177 

5,413,529 

5,992,837 

Total loans and leases 

125,623 

121,881 

579,625 

613,024 

591,668 

584,414 

2,996,951 

3,352,388 

Reserve for losses 

1,869 

1,793 

8,563 

8,706 

9,912 

8,876 

56,951 

56,162 

Securities 

49,067 

50,141 

206,265 

211,624 

233,323 

231,978 

956,683 

1,064,683 

Other real estate owned 

338 

296 

1,256 

1,176 

636 

541 

2,167 

1,889 

Noncurrent loans and leases 

1,595 

1,332 

5,707 

4,827 

6,125 

4,667 

43,381 

34,037 

Total deposits 

173,542 

165,687 

729,705 

747,647 

652,548 

634,365 

3,369,903 

3,778,786 

Domestic deposits 

173,517 

165,675 

728,335 

746,104 

642,912 

625,200 

2,702,846 

2,962,033 

Equity capital 

23,234 

22,238 

89,116 

89,908 

102,765 

97,862 

461,320 

532,055 

Off-balance-sheet derivatives 

130 

157 

9,362 

5,985 

66,647 

58,356 

66,479,221 

81,624,612 

Performance ratios (annualized %) 









Return on equity 

7.68 

8.86 

12.94 

12.81 

14.68 

13.83 

16.25 

15.36 

Return on assets 

0.87 

1.01 

1.28 

1.27 

1.55 

1.47 

1.40 

1.35 

Net interest income to assets 

3.83 

3.84 

3.82 

3.82 

3.62 

3.56 

3.09 

3.06 

Loss provision to assets 

0.30 

0.23 

0.30 

0.24 

0.49 

0.35 

0.55 

0.35 

Net operating income to assets 

0.83 

1.01 

1.24 

1.26 

1.48 

1.45 

1.28 

1.32 

Noninterest income to assets 

1.23 

0.96 

1.47 

1.44 

2.69 

2.21 

2.71 

2.71 

Noninterest expense to assets 

3.63 

3.31 

3.28 

3.31 

3.59 

3.24 

3.33 

3.43 

Loss provision to loans and leases 

0.49 

0.37 

0.47 

0.36 

0.81 

0.57 

0.98 

0.64 

Net charge-offs to loans and leases 

0.32 

0.24 

0.36 

0.27 

0.81 

0.51 

1.04 

0.76 

Loss provision to net charge-offs 

151.40 

156.15 

130.29 

132.34 

99.72 

111.04 

93.77 

83.03 

Performance ratios (%) 









Percent of institutions unprofitable 

9.02 

9.27 

2.75 

2.03 

3.24 

2.34 

2.47 

3.49 

Percent of institutions with earnings gains 

50.22 

54.52 

62.97 

59.61 

64.12 

65.79 

61.73 

73.26 

Nonint. income to net operating revenue 

24.28 

20.07 

27.80 

27.36 

42.67 

38.32 

46.71 

46.95 

Nonint. expense to net operating revenue 

71.92 

68.94 

62.16 

62.98 

56.90 

56.23 

57.34 

59.51 

Condition ratios (%) 









Nonperforming assets to assets 

0.94 

0.83 

0.78 

0.65 

0.70 

0.56 

0.87 

0.62 

Noncurrent loans to loans 

1.27 

1.09 

0.98 

0.79 

1.04 

0.80 

1.45 

1.02 

Loss reserve to noncurrent loans 

117.18 

134.66 

150.04 

180.36 

161.81 

190.20 

131.28 

165.01 

Loss reserve to loans 

1.49 

1.47 

1.48 

1.42 

1.68 

1.52 

1.90 

1.68 

Equity capital to assets 

11.26 

11.24 

9.94 

9.73 

10.61 

10.48 

8.52 

8.88 

Leverage ratio 

10.78 

11.15 

9.32 

9.37 

9.30 

9.32 

7.20 

7.11 

Risk-based capital ratio 

17.26 

17.76 

14.26 

14.11 

14.80 

14.43 

12.18 

12.13 

Net loans and leases to assets 

59.99 

60.72 

63.68 

65.43 

60.08 

61.61 

54.31 

55.00 

Securities to assets 

23.79 

25.35 

23.00 

22.91 

24.10 

24.83 

17.67 

17.77 

Appreciation in securities (% of par) 

2.55 

-0.76 

2.57 

-0.77 

2.32 

-0.86 

1.83 

-0.86 

Residential mortgage assets to assets 

21.16 

20.63 

23.21 

22.12 

26.36 

26.14 

24.37 

23.71 

Total deposits to assets 

84.13 

83.78 

81.38 

80.95 

67.40 

67.91 

62.25 

63.06 

Core deposits to assets 

71.40 

71.23 

68.05 

67.69 

55.35 

55.80 

43.31 

42.89 

Volatile liabilities to assets 

14.37 

14.75 

17.27 

18.00 

24.34 

25.75 

34.98 

36.48 


Inclusion of a bank in self-liquidation had a material impact on the June 2003 results for banks with assets under 100 million. 
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Loan performance, FDIC-insured commercial banks by asset size 
Second quarter 2003 and second quarter 2004 
(Dollar figures in millions) 



Less than $100M 
2003Q2 2004Q2 

$100Mto$1B 
2003Q2 2004Q2 

$1Bto$10B 
2003Q2 2004Q2 

Greater than $10B 
2003Q2 2004Q2 

Percent of ioans past due 30-89 days 









Total loans and leases 

1.52 

1.28 

1.06 

0.87 

1.04 

0.76 

0.95 

0.82 

Loans secured by real estate (RE) 

1.35 

1.13 

0.88 

0.74 

0.77 

0.51 

0.91 

0.74 

1- to 4-family residential mortgages 

1.80 

1.63 

1.25 

1.14 

0.99 

0.68 

1.17 

1.02 

Home equity loans 

0.69 

0.53 

0.52 

0.36 

0.45 

0.33 

0.47 

0.34 

Multifamily residential mortgages 

1.06 

0.53 

0.40 

0.46 

0.37 

0.23 

0.42 

0.38 

Commercial RE loans 

1.02 

0.84 

0.68 

0.57 

0.66 

0.44 

0.55 

0.46 

Construction RE loans 

1.24 

0.86 

0.88 

0.63 

0.80 

0.49 

0.82 

0.63 

Commercial and industrial loans 

1.81 

1.54 

1.30 

1.02 

1.22 

1.03 

0.70 

0.51 

Loans to individuals 

2.53 

2.37 

2.05 

1.90 

1.97 

1.95 

1.81 

1.71 

Credit cards 

2.11 

2.37 

4.66 

4.32 

2.89 

3.04 

2.19 

2.13 

Installment loans and other plans 

2.58 

2.40 

1.78 

1.64 

1.54 

1.49 

1.74 

1.54 

All other loans and leases 

1.01 

0.73 

0.80 

0.60 

0.59 

0.44 

0.44 

0.30 

Percent of loans noncurrent 









Total loans and leases 

1.27 

1.09 

0.98 

0.79 

1.04 

0.80 

1.45 

1.02 

Loans secured by real estate (RE) 

1.11 

0.96 

0.85 

0.69 

0.87 

0.69 

0.83 

0.72 

1- to 4-family residential mortgages 

1.00 

0.96 

0.80 

0.73 

0.87 

0.71 

0.81 

0.88 

Home equity loans 

0.34 

0.20 

0.26 

0.19 

0.30 

0.21 

0.27 

0.18 

Multifamily residential mortgages 

0.91 

0.55 

0.47 

0.59 

0.47 

0.28 

0.36 

0.32 

Commercial RE loans 

1.17 

1.05 

0.93 

0.76 

0.98 

0.85 

1.02 

0.81 

Construction RE loans 

1.27 

0.84 

0.92 

0.59 

0.90 

0.57 

0.85 

0.54 

Commercial and industrial loans 

1.89 

1.70 

1.46 

1.18 

1.74 

1.17 

3.05 

1.76 

Loans to individuals 

0.97 

0.95 

0.91 

0.80 

1.00 

0.93 

1.49 

1.46 

Credit cards 

1.38 

1.57 

3.26 

2.79 

1.90 

2.01 

1.92 

1.87 

Installment loans and other plans 

0.98 

0.95 

0.64 

0.56 

0.52 

0.41 

1.35 

1.28 

All other loans and leases 

1.47 

1.07 

1.33 

0.81 

0.69 

0.57 

0.87 

0.39 

Percent of loans charged-off, net 









Total loans and leases 

0.32 

0.24 

0.36 

0.27 

0.81 

0.51 

1.04 

0.76 

Loans secured by real estate (RE) 

0.08 

0.06 

0.10 

0.07 

0.14 

0.09 

0.17 

0.09 

1- to 4-family residential mortgages 

0.09 

0.09 

0.09 

0.08 

0.12 

0.09 

0.15 

0.09 

Home equity loans 

0.03 

0.08 

0.05 

0.07 

0.16 

0.17 

0.22 

0.14 

Multifamily residential mortgages 

0.14 

0.02 

0.03 

0.04 

0.05 

0.14 

0.03 

0.05 

Commercial RE loans 

0.09 

0.05 

0.12 

0.07 

0.17 

0.09 

0.15 

0.07 

Construction RE loans 

0.12 

0.02 

0.11 

0.04 

0.18 

0.04 

0.13 

0.04 

Commercial and industrial loans 

0.74 

0.60 

0.75 

0.54 

1.08 

0.59 

1.47 

0.56 

Loans to individuals 

1.01 

0.82 

1.63 

1.54 

3.24 

2.99 

3.23 

3.12 

Credit cards 

8.17 

3.72 

8.00 

8.38 

7.99 

7.20 

5.70 

5.60 

Installment loans and other plans 

0.81 

0.76 

0.82 

0.66 

0.98 

0.89 

1.54 

1.27 

All other loans and leases 

0.32 

0.15 

0.34 

0.25 

0.34 

0.14 

0.40 

0.12 

Loans outstanding ($) 









Total loans and leases 

$125,623 

$121,881 

$579,625 

$613,024 

$591,668 

$584,414 

$2,996,951 

$3,352,388 

Loans secured by real estate (RE) 

76,008 

75,691 

401,975 

435,843 

349,325 

374,951 

1,377,871 

1,574,899 

1- to 4-family residential mortgages 

31,181 

29,524 

131,952 

130,583 

130,242 

122,624 

716,138 

773,589 

Home equity loans 

2,317 

2,569 

21,025 

25,132 

25,140 

29,543 

197,830 

283,923 

Multifamily residential mortgages 

1,728 

1,751 

15,283 

16,503 

16,080 

19,160 

43,581 

45,611 

Commercial RE loans 

23,251 

23,584 

162,197 

178,744 

126,052 

141,060 

265,813 

291,325 

Construction RE loans 

7,324 

8,048 

53,591 

65,124 

46,320 

56,106 

111,426 

126,666 

Farmland loans 

10,207 

10,214 

17,896 

19,720 

4,429 

5,500 

7,179 

7,530 

RE loans from foreign offices 

0 

0 

31 

36 

1,064 

958 

35,903 

46,254 

Commercial and industrial loans 

20,928 

19,814 

96,229 

98,668 

106,714 

109,545 

666,333 

647,305 

Loans to individuals 

13,983 

12,590 

52,597 

49,105 

94,887 

63,545 

528,793 

632,732 

Credit cards 

345 

278 

5,916 

5,531 

33,854 

21,035 

211,027 

271,288 

Other revolving credit plans 

226 

165 

1,581 

1,422 

2,855 

2,376 

32,382 

32,643 

Installment loans 

13,412 

12,147 

45,099 

42,151 

58,178 

40,134 

285,385 

328,800 

All other loans and leases 

14,801 

13,868 

29,392 

29,953 

41,224 

36,843 

426,256 

499,276 

Less: Unearned income 

98 

82 

567 

544 

482 

470 

2,302 

1,823 


Inclusion of a bank in self-liquidation had a material impact on the June 2003 results for banks with assets under $100 million. 
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Key indicators, FDIC-insured commercial banks by region 
Second quarter 2004 
(Dollar figures in millions) 



Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

All 

institutions 

Number of institutions reporting 

601 

1,077 

1,629 

2,011 

1,713 

660 

7,691 

Total employees (FTEs) 

571,291 

426,148 

340,046 

247,177 

171,408 

105,899 

1,861,969 

Selected income data ($) 








Net income 

$7,226 

$6,617 

$5,341 

$2,780 

$1,475 

$3,207 

$26,646 

Net interest income 

18,645 

14,268 

12,098 

7,144 

4,406 

7,362 

63,924 

Provision for loan losses 

2,514 

860 

771 

973 

343 

1,219 

6,680 

Noninterest income 

20,850 

9,555 

7,711 

5,216 

1,996 

3,474 

48,803 

Noninterest expense 

26,463 

13,941 

10,974 

7,209 

4,037 

4,663 

67,289 

Net operating income 

7,125 

6,053 

5,471 

2,804 

1,484 

3,178 

26,115 

Cash dividends declared 

2,501 

5,241 

5,008 

1,587 

720 

1,934 

16,991 

Net charge-offs 

3,254 

761 

1,000 

1,034 

296 

1,148 

7,493 

Selected condition data ($) 








Total assets 

2,767,280 

1,900,786 

1,552,228 

715,174 

484,287 

628,612 

8,048,367 

Total loans and leases 

1,295,026 

1,107,427 

1,011,595 

521,265 

301,199 

435,195 

4,671,708 

Reserve for losses 

25,867 

13,871 

15,210 

8,752 

4,052 

7,785 

75,537 

Securities 

520,301 

407,577 

296,067 

98,658 

121,110 

114,713 

1,558,426 

Other real estate owned 

410 

884 

1,149 

531 

677 

250 

3,901 

Noncurrent loans and leases 

17,125 

6,755 

9,602 

3,972 

2,487 

4,921 

44,862 

Total deposits 

1,724,259 

1,300,993 

1,017,354 

502,347 

379,569 

401,962 

5,326,484 

Domestic deposits 

1,151,369 

1,180,026 

918,197 

482,996 

378,106 

388,318 

4,499,012 

Equity capital 

264,577 

157,739 

129,131 

74,026 

46,281 

70,310 

742,064 

Off-balance-sheet derivatives 

59,203,919 

19,033,453 

1,895,096 

690,254 

50,344 

143,925 

81,016,991 

Performance ratios (annualized %) 








Return on equity 

11.59 

16.71 

16.34 

15.12 

12.75 

18.41 

14.64 

Return on assets 

1.07 

1.41 

1.38 

1.58 

1.23 

2.10 

1.34 

Net interest income to assets 

2.76 

3.04 

3.12 

4.05 

3.69 

4.82 

3.22 

Loss provision to assets 

0.37 

0.18 

0.20 

0.55 

0.29 

0.80 

0.34 

Net operating income to assets 

1.05 

1.29 

1.41 

1.59 

1.24 

2.08 

1.32 

Noninterest income to assets 

3.08 

2.03 

1.99 

2.96 

1.67 

2.28 

2.46 

Noninterest expense to assets 

3.91 

2.97 

2.83 

4.09 

3.38 

3.05 

3.39 

Loss provision to loans and leases 

0.80 

0.31 

0.31 

0.76 

0.47 

1.18 

0.58 

Net charge-offs to loans and leases 

1.03 

0.28 

0.40 

0.81 

0.40 

1.11 

0.65 

Loss provision to net charge-offs 

77.28 

113.06 

77.12 

94.06 

115.90 

106.15 

89.16 

Performance ratios (%) 








Percent of institutions unprofitable 

8.15 

8.26 

4.24 

3.28 

6.30 

8.18 

5.66 

Percent of institutions with earnings gains 

57.07 

66.20 

48.19 

56.64 

58.20 

67.58 

57.51 

Nonint. income to net operating revenue 

52.79 

40.11 

38.93 

42.20 

31.18 

32.06 

43.29 

Nonint. expense to net operating revenue 

67.00 

58.52 

55.40 

58.33 

63.06 

43.03 

59.69 

Condition ratios (%) 








Nonperforming assets to assets 

0.66 

0.42 

0.72 

0.63 

0.65 

0.83 

0.62 

Noncurrent loans to loans 

1.32 

0.61 

0.95 

0.76 

0.83 

1.13 

0.96 

Loss reserve to noncurrent loans 

151.05 

205.35 

158.41 

220.34 

162.92 

158.20 

168.38 

Loss reserve to loans 

2.00 

1.25 

1.50 

1.68 

1.35 

1.79 

1.62 

Equity capital to assets 

9.56 

8.30 

8.32 

10.35 

9.56 

11.18 

9.22 

Leverage ratio 

7.45 

7.04 

7.60 

8.27 

8.66 

10.06 

7.73 

Risk-based capital ratio 

13.07 

11.86 

12.25 

12.58 

13.56 

14.75 

12.73 

Net loans and leases to assets 

45.86 

57.53 

64.19 

71.66 

61.36 

67.99 

57.11 

Securities to assets 

18.80 

21.44 

19.07 

13.80 

25.01 

18.25 

19.36 

Appreciation in securities (% of par) 

-1.05 

-0.64 

-1.06 

0.30 

-1.15 

-0.68 

-0.84 

Residential mortgage assets to assets 

17.61 

32.24 

24.19 

23.09 

26.32 

22.64 

23.74 

Total deposits to assets 

62.31 

68.45 

65.54 

70.24 

78.38 

63.94 

66.18 

Core deposits to assets 

34.03 

54.66 

52.38 

58.32 

64.14 

53.45 

47.93 

Volatile liabilities to assets 

44.68 

26.84 

27.92 

21.08 

21.98 

29.46 

32.58 
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Loan performance, FDIC-insured commercial banks by region 
Second quarter 2004 
(Dollar figures In millions) 



Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

All 

Institutions 

Percent of loans past due 30-89 days 

Total loans and leases 

0.89 

0.66 

0.84 

0.88 

0.92 

0.89 

0.83 

Loans secured by real estate (RE) 

0.69 

0.61 

0.92 

0.70 

0.82 

0.57 

0.72 

1 -4 family residential mortgages 

0.78 

0.91 

1.42 

1.04 

1.18 

0.90 

1.01 

Home equity loans 

0.29 

0.31 

0.42 

0.34 

0.42 

0.22 

0.34 

Multifamlly residential mortgages 

0.24 

0.27 

0.59 

0.52 

0.57 

0.10 

0.36 

Commercial RE loans 

0.67 

0.33 

0.67 

0.47 

0.61 

0.27 

0.50 

Construction RE loans 

0.69 

0.39 

0.81 

0.60 

0.65 

0.74 

0.61 

Commercial and Industrial loans 

0.59 

0.49 

0.71 

0.74 

0.90 

0.92 

0.66 

Loans to Individuals 

1.84 

1.76 

1.35 

2.02 

1.74 

1.70 

1.76 

Credit cards 

2.20 

3.07 

1.83 

2.55 

1.83 

1.93 

2.23 

Installment loans and other plans 

1.76 

1.57 

1.34 

1.40 

1.78 

1.26 

1.57 

All other loans and leases 

0.37 

0.13 

0.39 

0.31 

0.72 

0.37 

0.33 

Percent of loans noncurrent 

Total loans and leases 

1.32 

0.61 

0.95 

0.76 

0.83 

1.13 

0.96 

Loans secured by real estate (RE) 

0.66 

0.44 

1.04 

0.56 

0.76 

1.11 

0.72 

1 -4 family residential mortgages 

0.58 

0.50 

1.41 

0.44 

0.79 

1.98 

0.84 

Home equity loans 

0.13 

0.13 

0.26 

0.20 

0.20 

0.10 

0.18 

Multifamlly residential mortgages 

0.24 

0.26 

0.62 

0.61 

0.50 

0.07 

0.37 

Commercial RE loans 

0.85 

0.55 

1.16 

0.87 

0.84 

0.63 

0.82 

Construction RE loans 

0.68 

0.33 

0.80 

0.81 

0.58 

0.51 

0.57 

Commercial and Industrial loans 

2.54 

1.22 

1.34 

1.06 

1.07 

1.17 

1.62 

Loans to Individuals 

1.95 

0.85 

0.54 

1.47 

0.64 

1.23 

1.37 

Credit cards 

2.01 

1.77 

1.50 

2.22 

1.40 

1.56 

1.89 

Installment loans and other plans 

2.15 

0.69 

0.40 

0.49 

0.62 

0.54 

1.12 

All other loans and leases 

0.49 

0.38 

0.34 

0.39 

1.14 

0.72 

0.44 

Percent of loans charged-off, net 

Total loans and leases 

1.03 

0.28 

0.40 

0.81 

0.40 

1.11 

0.65 

Loans secured by real estate (RE) 

0.03 

0.07 

0.18 

0.06 

0.15 

0.01 

0.09 

1 -4 family residential mortgages 

0.03 

0.06 

0.22 

0.06 

0.16 

-0.01 

0.09 

Home equity loans 

0.03 

0.15 

0.21 

0.12 

0.22 

0.02 

0.14 

Multifamlly residential mortgages 

0.03 

0.01 

0.15 

-0.02 

0.30 

0.01 

0.07 

Commercial RE loans 

-0.03 

0.08 

0.16 

0.05 

0.11 

0.03 

0.08 

Construction RE loans 

-0.01 

0.03 

0.05 

0.01 

0.12 

0.01 

0.04 

Commercial and Industrial loans 

0.42 

0.46 

0.53 

0.52 

1.01 

1.08 

0.56 

Loans to Individuals 

3.84 

1.30 

1.47 

4.00 

0.98 

3.59 

2.97 

Credit cards 

6.32 

4.27 

4.52 

6.49 

4.51 

4.94 

5.77 

Installment loans and other plans 

1.84 

0.68 

0.98 

0.64 

0.82 

0.60 

1.16 

All other loans and leases 

0.05 

0.13 

0.22 

0.11 

0.31 

0.10 

0.13 

Loans outstanding ($) 

Total loans and leases 

$1,295,026 

$1,107,427 

$1,011,595 

$521,265 

$301,199 

$435,195 

$4,671,708 

Loans secured by real estate (RE) 

505,479 

689,744 

540,683 

288,757 

199,449 

237,271 

2,461,384 

1 -4 family residential mortgages 

246,492 

323,102 

209,125 

117,794 

66,091 

93,717 

1,056,320 

Home equity loans 

72,479 

89,746 

93,995 

58,154 

14,144 

12,649 

341,167 

Multifamlly residential mortgages 

17,736 

16,839 

22,763 

6,908 

5,340 

13,440 

83,026 

Commercial RE loans 

102,947 

164,494 

146,332 

67,216 

68,770 

84,955 

634,714 

Construction RE loans 

24,323 

87,136 

57,830 

24,253 

34,057 

28,346 

255,945 

Farmland loans 

1,837 

5,425 

10,003 

14,431 

7,711 

3,557 

42,965 

RE loans from foreign offices 

39,663 

3,003 

636 

0 

3,337 

608 

47,248 

Commercial and Industrial loans 

265,763 

188,520 

216,558 

75,232 

57,350 

71,908 

875,332 

Loans to Individuals 

308,529 

119,335 

107,028 

87,903 

29,524 

105,651 

757,971 

Credit cards 

137,770 

20,557 

15,007 

50,572 

1,357 

72,868 

298,132 

Other revolving credit plans 

20,341 

4,932 

5,369 

2,756 

791 

2,416 

36,606 

Installment loans 

150,417 

93,846 

86,652 

34,576 

27,376 

30,367 

423,233 

All other loans and leases 

216,959 

110,168 

147,470 

69,429 

15,104 

20,810 

579,939 

Less: Unearned Income 

1,703 

339 

145 

56 

230 

446 

2,919 
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Recent Licensing Decisions 


Charters 

On April 28, 2004, the OCC granted preliminary eonditional approval to a proposal by Exeel 
National Bank (Proposed) to establish as a national hank. The bank’s prineipal will be a passive 
investor that lives abroad and has diversified interests there. New banks have 
18 months in which to open for business and until granted final approval, the OCC has the right 
to alter, suspend, or revoke preliminary conditional approval should it deem that the action is war¬ 
ranted. During that time, the bank’s proposed chief executive officer died. OCC considers the 
CEO as essential for a new ha nk ’s success, and the bank found a replacement acceptable to the 
OCC. [Conditional Approval No. 636] 

Mergers 

On March 15, 2004, the OCC approved the application by First National Bank of Sumner to 
merge into its nonbank affiliate, RH Financial Corporation, under USC 215a-3 and the OCC’s 
recently adopted regulations at 12 CFR 5.33(g)(5). FNB Sumner had been de-insured by the 
Federal Deposit Insurance Corporation since November 2002, and in liquidation since June 2003. 
RH Financial is not a bank and is a shell corporation, formed for the sole purpose of being the 
receiving entity in the merger. RH Financial and the ha nk represented that it will comply with 
Maryland state filing requirements for the merger. [Corporate Decision No. 2004-8] 

On March 31, 2004, the OCC approved the application by the Security Trust Company to merge 
into its nonbank affiliate, STC Resolution, under USC 215a-3 and the OCC’s recently adopted 
regulations at 12 CFR 5.33(g)(5). Security Trust is a noninsured trust bank. Because of certain 
practices in which the ha nk had engaged under prior management, the OCC commenced enforce¬ 
ment action against the bank. STC would succeed to the bank’s position in all litigation, and its 
certificate is limited to activities that generally involve winding up its affairs. [Corporate Deci¬ 
sion No. 2004-7] 
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Operating Subsidiaries 

On March 1, 2004, the OCC conditionally approved the establishment of PennRock Financial 
Advisors as an operating subsidiary of Blue Ball National Ba nk . The operating subsidiary would 
engage solely in fiduciary activities. Conditions imposed included minimum capital consider¬ 
ations, the authority of OCC to examine certain technology-related vendors, and transaction with 
affiliates, domestic or foreign. [Conditional Approval No. 627] 
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Special Supervision and 
Enforcement Activities 


The Special Supervision Division of the Midsize/Community Ra nk Supervision Department su¬ 
pervises critical problem ha nk s through rehabilitation or through other resolution processes such 
as orderly failure management or the sale, merger, or liquidation of such institutions. The Special 
Supervision Division monitors the supervision of delegated problem banks, coordinates safety 
and soundness examinations, provides training, analyzes and disseminates information, and sup¬ 
ports OCC supervisory objectives as an advisor and liaison to OCC management and field staff 
on emerging problem bank-related issues. 

This section includes information on problem national banks, national ha nk failures, and enforce¬ 
ment actions. Data on problem ha nks and ha nk failures is provided by OCC’s Special Supervision 
Division and the FDIC’s Department of Resolutions in Washington. Information on enforcement 
actions is provided by the Enforcement and Compliance Division (E&C) of the Eaw Department. 
The latter is principally responsible for presenting and litigating administrative actions on the 
OCC’s behalf against banks requiring special supervision. 

Problem National Banks and National Bank Failures 

Problem hank s represented approximately 1 percent of the national bank population as of De¬ 
cember 31, 2004. The volume of problem banks, those with a CAMEES rating of 4 or 5, has been 
stable for several years. The CAMEES rating is the composite ha nk rating based on examiner 
assessment of capital, asset quality, management, earnings, liquidity, and sensitivity to market 
risk. The total number of problem banks is 23 at December 31, 2004, and is nearly the same as 
the number reported at December 31, 2003. This low volume of problem banks reflects the stable 
economy and generally favorable economic conditions enjoyed for the past several years. One 
national ha nk failure occurred during 2004 out of the four commercial bank/savings ha nk failures. 
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Figure 1-Problem national bank historical trend line 



Source: Special Supervision 


Figure 2-Total Bank Failures Compared to OCC Failures 
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Source: Federal Deposit insurance Corporation 
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Enforcement Actions 

The OCC has a number of remedies with whieh to earry out its supervisory responsibilities. When 
it identifies safety and soundness or compliance problems, these remedies range from advice and 
moral suasion to informal and formal enforcement actions. These mechanisms are designed to 
achieve expeditious corrective and remedial action to return the bank to a safe and sound condi¬ 
tion. 

The OCC takes enforcement actions against national banks, parties affiliated with national banks, 
and servicing companies that provide data processing and other services to national banks. The 
OCC’s informal enforcement actions against ha nk s include commitment letters and memoran¬ 
dums of understanding (MOUs). Informal enforcement actions are meant to handle less serious 
supervisory problems identified by the OCC in its supervision of national banks. Failure to honor 
informal enforcement actions will provide strong evidence of the need for the OCC to take formal 
enforcement action. The charts below show total numbers of the various types of informal en¬ 
forcement actions completed by the OCC against ha nk s in the last several years. 

Figure 3-Commitment ietters 



2000 2001 2002 2003 2004 


Source: OCC Systems. Note that totals for previous years’ completed enforcement actions may be adjusted to reflect revised aggregates. 
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Figure 4-Memorandums of understanding 
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Source: OCC Systems. Note that totals for previous years’ completed enforcement actions may be adjusted to reflect revised aggregates. 


The most common types of formal enforcement actions issued by the OCC against ha nk s over the 
past several years have been formal agreements and cease-and-desist orders. Formal agreements 
are documents signed by a national ha nk ’s board of directors and the OCC in which specific cor¬ 
rective and remedial measures are enumerated as necessary to return the bank to a safe and sound 
condition. Cease-and-desist orders (C&Ds), sometimes issued as consent orders, are similar in 
content to formal agreements, but may be enforced either through assessment of civil money 
penalties (CMPs) or by an action for injunctive relief in federal district court. The OCC may also 
assess CMPs against banks, and in the first half of calendar year 2004, the OCC assessed CMPs 
against two banks. 
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Figure 5-Formal agreements 
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Source: OCC Systems. Note that totals for previous years’ completed enforcement actions may be adjusted to reflect revised aggregates. 


Figure 6-Cease-and-desist orders against banks 
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Source; OCC Systems. Note that totals for previous years’ complefed enforcement actions may be adjusted to reflect revised aggregates. 
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The most common enforcement actions against individuals and other institution-affiliated parties 
are CMPs, personal C&Ds, and removal and prohibition orders. CMPs are authorized for viola¬ 
tions of laws, rules, regulations, formal written agreements, final orders, conditions imposed in 
writing, unsafe or unsound banking practices, and breaches of fiduciary duty. Personal C&Ds 
may be used to restrict activities, order payment of restitution, or require institution-affiliated par¬ 
ties to take other affirmative action to correct the results of past conduct. Removal and prohibition 
actions, which are used in the most serious cases, result in lifetime bans from the banking indus¬ 
try. 

Figure 7-Civil money penalties against institution-affiliated parties 
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Source: OCC Systems. Note that totals for previous years’ completed enforcement actions may be adjusted to reflect revised aggregates. 
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Figure 8-Cease-and-desist orders against institution-affiiiated parties 
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Source; OCC Systems. Note that totals for previous years’ completed enforcement actions may be adjusted to reflect revised aggregates. 


Figure 9-Removai and prohibition orders 
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Source: OCC Systems. Note that totals for previous years’ complefed enforcement actions may be adjusted to reflect revised aggregates. 
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Recent Enforcement Cases 

Below are summaries of the signifieant eases eompleted between January 1 and June 30, 2004: 

A. General 

Dismissal of action brought under intra-agency appeals statute upheld. The Fifth Cireuit affirmed 
the order of the court below dismissing a national ha nk ’s complaint, brought under the inde¬ 
pendent intra-agency appeals statute (12 USC 4806), for lack of subject matter jurisdiction. The 
bank, which was engaged in payday lending, alleged that the OCC violated 12 USC 4806 and the 
bank’s constitutional right to due process by not allowing the ha nk to appeal the CAMELS rating 
to the OCC Ombudsman. At the time the ha nk received its rating, the OCC had also advised the 
bank that it intended to initiate an enforcement action under 12 USC 1818 against the bank, pri¬ 
marily because of the hank’s payday lending activities. The district court concluded that the hank 
was attempting to obtain district court review of the OCC’s proposed enforcement action during 
the course of the administrative proceeding. The Fifth Circuit panel found it unnecessary to ad¬ 
dress this issue, holding instead that the dismissal was proper because there was no final agency 
action. Peoples National Bank v. OCC, 362 F.3d 333 (U.S. Court of Appeals for the 5th Circuit 
2004). 

B. Anti-Money Laundering/Bank Secrecy Act 

Banks ordered to comply with Bank Secrecy Act/Anti-Money Laundering (BSA/AML) provisions. 
The OCC brought enforcement actions against banks for failing to maintain adequate BSA/AML 
compliance programs and ordered those ha nks to provide for internal controls, auditing, and 
employee training, and to designate a BSA compliance officer. Formal Agreement: Town-Country 
National Bank, Camden, Ala., Enforcement Action No. 2004-4 (January 28, 2004); In the Matter 
of New York National Bank, Bronx, New York, Enforcement Action No. 2004-17 (February 18, 
2004); In the Matter of First Liberty National Bank, Washington, D. C., Enforcement Action No. 
2004-32 (April 23, 2004); In the Matter of Merchants Bank of California, N.A., Carson, Califor¬ 
nia, Enforcement Action No. 2004-64 (May 27, 2004); In the Matter of Surety Bank, N.A., Fort 
Worth, Texas, Enforcement Action No. 2004-65 (June 22, 2004). 

Bank fined for BSA/AML violations. The OCC issued an order to cease and desist by consent 
requiring a bank to correct weaknesses in its audit and compliance procedures and assessed a $25 
million civil money penalty for numerous BSA/AML violations, due to the bank’s failure to im¬ 
plement an effective anti-money laundering program. In the Matter of Riggs Bank, N.A., McLean, 
Virginia, Enforcement Actions Nos. 2004-43 (May 13, 2004), 2004-44 (May 13, 2004). 

C. Consumer Protection 

Bank ordered to pay restitution to consumers for unfair or deceptive practices. A credit card ha nk 
offered secured credit cards to individuals with impaired credit histories and encouraged them to 
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charge the required $200 security deposit to the card. After various fees were also charged to the 
card, customers who received the bank’s minimum credit line of $260 had only $2.50 in credit 
available for their use. Nearly half of the individuals who enrolled in the program defaulted, dam¬ 
aging their credit ratings. The ha nk consented to an enforcement action that prohibited the hank 
from charging customer security deposits to credit cards and from charging interest on those se¬ 
curity deposits, and prohibited the bank from accepting deposits to fund its operations. The bank 
was also required to set aside $10 million to pay restitution to affected customers. In the Matter 
of First National Bank of Marin, Las Vegas, Nevada, Enforcement Action No. 2004-45 (May 24, 
2004). 

D. Action Involving Uninsured Trust Bank 

Formal agreement with an uninsured trust bank. The OCC brought an enforcement action 
against an uninsured trust bank that engaged in rent-a-charter activities (a practice in which a 
nonhank company will contract with a national bank, thereby enabling the nonbank company to 
conduct an aspect of its business through the national charter and prompting the company then to 
claim that its activities enjoy the benefits of a national bank charter) but failed to maintain proper 
internal controls and entered into agreements with participating companies that conceded rights 
to those companies without retaining similar rights for the trust bank, among other unsafe and 
unsound practices. The OCC and the trust ha nk entered into a formal agreement requiring the 
trust bank, inter alia, to restrict and review the ha nk ’s agreements with third parties, conduct an 
internal audit, develop a written risk management program, and adopt a written fiduciary com¬ 
pliance program. Formal Agreement: National Independent Trust Company, Ruston, Louisiana, 
Enforcement Action No. 2004-36 (May 3, 2004). 

E. Early Intervention for Problem Banks 

Enforcement action against bank for suspicious loan transaction. A national bank engaged in a 
questionable transaction with The Central Ra nk of the Gambia (CBG) involving a $28 million 
short-term loan to CBG, the proceeds of which were immediately placed in a $28 million CD 
for the benefit of The Gambia. The ha nk ’s president subsequently confirmed the existence of 
the CD—^but allegedly withheld information about the offsetting loan—to The Gambia’s audi¬ 
tor, KPMG, thereby facilitating a scheme whereby The Gambia fraudulently obtained funding 
from the International Monetary Fund. The ha nk consented to the OCC’s cease-and-desist order 
directing the ha nk to correct its accounting for the CBG transaction, restricting the ha nk ’s lending 
practices, requiring enhanced audit and compliance procedures, and requiring the bank to ensure 
competent management at the president position. The bank’s president subsequently resigned. In 
the Matter of First Liberty National Bank, Washington, D.C., Enforcement Action No. 2004-32 
(April 23, 2004). 

Loan officer and bank president consent to prohibitions in connection with unsafe or unsound 
lending practices. A loan officer engaged in unsafe or unsound lending practices, including alleg- 
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edly manipulating loan payment data to hide the delinquent status of loans under his supervision. 
The ha nk president/loan committee chairman allegedly failed to give adequate supervision of the 
loan officer’s activities, allegedly failed to take prompt remedial action after being put on notice 
of the loan officer’s activities, and allegedly participated in the administration of loans (including 
a nominee loan) in which he had an interest, creating a conflict of interest. The loan officer and 
the president consented to the OCC’s orders of prohibition and to civil money penalties of $2500 
and $15,000, respectively. In the Matter of Jeffrey Workman, Beatrice National Bank & Trust, 
Beatrice, Nebraska, Enforcement Action No. 2004-48 (May 7, 2004); In the Matter of William 
Cook III, Enforcement Action No. 2004-47 (May 20, 2004). 

Enforcement action against former CEO. The chief executive officer of a national ha nk who was 
also the controlling shareholder of the hank’s holding company had, among other things, alleg¬ 
edly failed to ensure that the bank complied with BSA/AME requirements. The officer/share¬ 
holder consented to the OCC’s order of prohibition, assessment of a $10,000 civil money penalty, 
and personal cease-and-desist order to sell the bank or his shares in the hank’s holding company 
within 8 months. In the Matter of Jon R. Lindeman, Americana National Bank, Albert Lea, Min¬ 
nesota, Enforcement Action No. 2004-3 (February 1, 2004). 

F. Actions Involving Closed Problem Banks 

Enforcement actions against a merged bank’s former officers and directors for unsafe or un¬ 
sound lending practices, uncorrected violations of law, and breaches offiduciary duty. A national 
bank that had been operating under a formal agreement since 2001, failed to correct deficiencies 
in lending practices, asset quality, and internal controls, and failed to correct violations of law, 
including violations of lending limits. Subsequent to the sale of the ha nk (which prevented the 
bank’s failure), the OCC initiated enforcement actions against the ha nk ’s officers and directors, 
resulting in a prohibition and $25,000 civil money penalty against an assistant vice president/ 
lending officer. Actions against the former president and directors are proceeding. In the Matter of 
Kathy Hughes, First National Bank, Lubbock, Texas, Enforcement Action No. 2004-68 (May 20, 
2004). 

Enforcement actions against officers/directors of closed bank. The OCC continued to pursue 
enforcement actions against the directors and officers of a closed national bank who were in¬ 
volved in suspicious loan transactions and other activities that resulted in overstatement of the 
bank’s earnings and concealment of losses. The ha nk ’s former counsel consented to a personal 
cease-and-desist order, a restitution order in the amount of $195,000, and assessment of a $25,000 
civil money penalty. The ha nk ’s former executive vice president consented to a personal cease- 
and-desist order and a $20,000 civil money penalty. In the Matter of J. Reid Bingham, Hamilton 
Bank, N.A., Miami, Florida, Enforcement Action No. 2004-2 (February 17, 2004); In the Matter 
of Adolfo Martinez, Enforcement Action No. 2004-18 (March 17, 2004). 
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Enforcement actions against former officers, directors, and employees of a failed bank. After a 
national ha nk was merged into another national ha nk to avoid hank failure, the OCC took en- 
foreement aetions against the former offieers, direetors, and employees for the hank’s failure 
to comply with a formal agreement with the OCC and for allegedly engaging in activities that 
caused the increased risks and deteriorating financial condition that led to the closing of the hank. 
The OCC issued orders of prohibition hy consent against a former officer/director and the former 
cashier. In addition, the OCC assessed civil money penalties against the former officer/director, 
the former cashier, a former employee, and three other directors. In the Matter of Jon Hogg, First 
National Bank of O’Donnell, O’Donnell, Tex., Enforcement Action 2004-85 (June 24, 2004);/n 
the Matter of Roddy Doss, Enforcement Action 2004-55 (May 12, 2004); In the Matter of Matt 
Hogg, Enforcement Action 2004-69 (June 7, 2004); In the Matter of Cheryl Hogg, Enforcement 
Action 2004-56 (May 12, 2004); In the Matter of William Henderson, Enforcement Action 2004- 
20 (March 25, 2004); In the Matter of Mickey Hughes, Enforcement Action 2004-21 (March 25, 
2004). 

G. Actions to Combat Bank Insider Abuse 

Enforcement action against loan officer for fraudulent loan. The OCC issued a prohibition order 
by consent against a loan officer who allegedly obtained ha nk funds for his personal benefit 
through a fraudulent loan. In the Matter of Ryan Rigg, The First National Bank of Sumner, Olney, 
III, Enforcement Action No. 2004-74 (May 19, 2004). 

H. Fast Track Enforcement Cases 

The OCC continued its Fast Track Enforcement program, initiated in 1996, which ensures that 
bank insiders who have engaged in criminal acts in banks, but who are not being criminally 
prosecuted, are prohibited from working in the banking industry. As part of the Fast Track En¬ 
forcement program, the OCC secured 13 consent prohibition orders against institution-affiliated 
parties between January 1 and June 30, 2004. Three of these orders incorporated restitution to the 
appropriate ha nk for losses incurred, and two of the orders incorporated civil money penalties. 
During the same period, the OCC sent out notifications to 188 former bank employees who were 
convicted of crimes of dishonesty, informing them that under federal law they are prohibited from 
working again in a federally insured depository institution. 
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Appeals Process 


Appeal 1—Appeal of Composite and Component 
Ratings 

Background 

A bank, currently operating under a consent order for credit card practices, appealed its overall 
composite rating and the component ratings for capital, asset quality, management, and earnings. 
Additionally, the bank expressed a desire to appeal the violations of 12 USC 1818 and Section 5 
of the Federal Trade Commission Act (FTC Act). 

The appeal states that the majority of the report of examination (ROE) portrays an incomplete 
picture of the bank’s condition and fails to recognize substantial steps taken to improve capital, 
asset quality, management, and earnings. In addition, the alleged violations of law were never 
mentioned during the examination or at the exit meeting and the ha nk only became aware of them 
in the ROE. 

According to the appeal, even when considering the subprime nature of its portfolio, the bank has 
been “well capitalized” for five examinations and its capital ratios remain substantially higher 
than that required by the OCC. The high loan-loss rates are consistent with forecasts and appro¬ 
priate allowances are set aside for such losses. In addition, the OCC has praised the bank’s risk 
management processes as “best in its class” with sound credit analytics and underwriting. Earn¬ 
ings are derived from operations, not extraordinary income, and allow for capital accretion as 
well as provisions to the allowance for loan and lease losses (AEEE). A positive earnings trend 
was realized for the last seven consecutive years, which included economic downturns. No pend¬ 
ing litigation exists. Additionally, management is responsive to regulatory requests and works 
with its supervisory office on all new initiatives. 

The supervisory office response to the appeal stated that the condition of the bank continued to be 
unsatisfactory due to unacceptable asset quality, questionable quality of earnings, and bare mini¬ 
mum capital levels to support the high-risk profile of the bank. The supervisory office acknowl¬ 
edged that risk management processes have assisted management in operating profitably but that 
did not mitigate the unsafe and unsound concentrations of risk funded by FDIC-insured deposits. 
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Discussion 

Because of the impending enforcement action, the scope of the ombudsman’s review was limited 
consistent with OCC Bulletin 2002-9, “National Bank Appeal Process.” In particular, the viola¬ 
tions of law were deemed to be outside of the scope of the appeal. The ombudsman conducted 
a comprehensive review of the information submitted by the bank and documentation from the 
supervisory office. The review included meetings with members of the ha nk ’s board of direc¬ 
tors, senior management team, and legal counsel. The ombudsman also met with members of the 
supervisory office. The ombudsman’s review focused on whether there was adequate support for 
the assigned ratings and whether the ratings reflected the condition of the ha nk at the time of the 
examination. 

Conclusion 

The ombudsman concurred with the supervisory office regarding the high-risk profile of the ha nk 
and upheld the assigned composite rating. Although the violations of law were outside the scope 
of the appeal, the ombudsman could not ignore their existence and their impact on the component 
ratings. Therefore, unless the violations were overturned, the component ratings assigned by the 
supervisory office were also considered reasonable. 

In addition to the conclusions reached above, the ombudsman found several instances in which 
the communication process during the examination, both oral and written, was inconsistent with 
OCC policies and practices. Of particular concern was the manner and timeliness in which super¬ 
visory conclusions and violations of law were communicated to the bank. 

Appeal 2—Appeal of Examination Conciusions 
for Asset Quaiity, Capitai Adequacy, Corporate 
Governance, Recommended Reserve Aiiocation, 
and Designation as “TVoubied Condition” 

Background 

A bank formally appealed the examination conclusions for asset quality, the recommended re¬ 
serve allocation, capital adequacy, and corporate governance. In addition, the bank appealed its 
designation as “troubled condition.” The bank asked the ombudsman to conduct an independent 
review of the examination findings. 
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The basis of the appeal is the most reeent safety and soundness examination in whieh the ha nk ’s 
eomposite rating was downgraded from 2 to 3; the component ratings for capital, asset qual¬ 
ity, and earnings were downgraded from 2 to 3; management was downgraded from 2 to 5; and 
liquidity remained unchanged at 2. The appeal also states that the examiners recommended an 
immediate provision to the allowance for loan and lease losses (ALLL) that was excessive when 
compared to industry norms and the bank’s loss history. According to the appeal, the downgrades 
are based on aberrations caused by a one-time event (i.e., the acquisition of a federal savings 
bank) rather than well-established patterns of mismanagement. 

The appeal states that, based on its historical composite and component ratings, the ha nk has 
always been a well-run institution. Therefore it seems improbable that the condition of the ha nk 
had fallen so far and so fast in one year, particularly since the board and management had not 
changed. According to the appeal, two things had changed: (1) was the acquisition of a troubled 
federal savings bank (which was approved by the OCC), and (2) the regulatory environment had 
tightened regarding corporate governance and internal audit. 

The supervisory office response stated that the condition of the bank had vastly deteriorated. A 
series of events and activities negatively impacted the overall condition of the bank. The acquisi¬ 
tion of the federal savings ha nk was inaccurately and untimely accounted for and internal audits 
were inadequate. Credit risks increased substantially due to improper monitoring and control. 
This resulted in the need for a substantial provision to the ALLL. Additionally, an international 
transaction, though resolved without incident, exposed the bank to undue financial risks and 
raised significant concerns about management and board oversight. The culmination of these 
deficiencies threatened the viability of the institution and replacing or strengthening management 
and the board was deemed critical to its survival. 

Conclusion 

The ombudsman conducted a comprehensive review of the information submitted by the bank 
and documentation from the supervisory office. The review included meetings with members of 
the bank’s board of directors, senior management team, and legal counsel. The ombudsman also 
met with members of the supervisory office. The ombudsman’s review focused on whether there 
was sufficient support for the assigned ratings and whether the ratings reflected the condition of 
the ha nk at the time of the examination. 

The ombudsman opined that the conclusions reached by the supervisory office were well support¬ 
ed by the facts at the time of the examination. The designation of the ha nk as troubled condition 
was consistent with agency policies and standards. 
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Statement of John D. Hawke, Jr., Comptroller of the Currency, 
before the U.S. House of Representatives Committee on Financial 
Services, on the condition of the national hanking system 
and the state of the Office of the Comptroller of the Currency, 
Washington, D.C., ApriH, 2004 

Statement required by 12 USC 250: The views expressed herein are those of the Office of the 
Comptroller of the Currency and do not necessarily represent the views of the President. 

I. Introduction 

Mr. Chairman, Ranking Member Frank, and members of the eommittee, I appreeiate this oppor¬ 
tunity to review the condition of the national banking system and the state of the Office of the 
Comptroller of the Currency (OCC). My written statement covers three principal areas. First, I 
will report to you on the current state of the national banking system, which is sound. Second, I 
will describe how the OCC strives to manage our financial resources efficiently and deploy our 
human resources effectively to ensure that the national banking system maintains its sound condi¬ 
tion and its vital role in our country’s economy. 

The third section of my statement highlights three areas of our work that are of central signifi¬ 
cance to the way national banks will conduct business in this new century. There, I will describe 
our risk-focused approach to supervising the national banking system. I will also provide an 
update on the progress of the ongoing international and domestic deliberations about prospec¬ 
tive revisions to the Basel risk-based capital framework. Finally, I will highlight the importance 
of an attribute that is key to the national bank charter—the ability of national banks to operate 
under uniform, nationwide standards, consistent with federal law—and I will try to correct what I 
believe are some fundamental misunderstandings on several points concerning the regulations we 
have recently issued on applicability of state law to national banks and their operating subsidiar¬ 
ies. I also want to reiterate our willingness to work cooperatively with state officials on referrals 
and resolution of customer complaints, and identification and timely response to any inappropri¬ 
ate practices by the institutions we respectively supervise. 

II. The Condition of the National Banking System 

The OCC supervises federally chartered national ha nks and federally licensed branches of foreign 
banks. As of year-end 2003, the national banking system consisted of approximately 2100 ha nk s 
(26 percent of all commercial banks). Of these, approximately 2000 were Federal Deposit Insur¬ 
ance Corporation (FDIC)-insured banks, holding total assets of $4.3 trillion (56 percent of all 
commercial banking assets). The rest were uninsured bank and trust companies. The OCC also 
supervises 53 federal branches of foreign banks. While the number of national banks has declined 
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for nearly two decades, the national bank share of total system assets has remained roughly con¬ 
stant. The national banking system includes many of the largest hank s by asset size, but commu¬ 
nity national ha nks are by far the most numerous in the system. 


Assets by Federal bank supervisor 



Source: Integrated Banking Information System (OCC). ‘Data as of December 31, 2003 


The financial performance and condition of the banking system is strong. Bank earnings have 
remained at historically high levels for a decade. Until 2002, aggregate net income for national 
banks had never exceeded $12.5 billion in a quarter, and the industry’s average return on assets 
had never exceeded 1.5 percent, at least not since the quarterly reporting began in 1984. But since 
the beginning of 2002, national banks have exceeded both earnings milestones in every quarter 
but one. In 2003, national ha nks set new records for both return on equity and return on assets. 
Although the slow economy led to weakness in some areas, including business lending, the con¬ 
tractions in these areas were more than offset by growth elsewhere. 

Total loans held by ha nks continued to expand throughout the recent economic cycle, growing by 
7.8 percent in 2002 and 7.6 percent in 2003. In contrast, starting with the recession of 1990-91, 
total loans held by national ha nks fell for 10 consecutive quarters. Where the earlier recession 
affected all sectors of the economy, the recent recession was concentrated more extensively in the 
business sector, in part due to the fallout from the tech/telecomm bubble in the late 1990s. This 
caused a sharp fall in the demand for business loans, particularly at large banks. 


42 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 








SPEECHES AND CONGRESSIONAL TESTIMONY 


National bank ROE at record high 

National bank ROE 

Percent 



Source; Integrated Banking Information System (OCC) Data as of year-end. Shaded areas represent periods of 

recession. 


The reduction in corporate lending by ha nks also was due to the competitive influence of the low 
rates on corporate bonds. Many large and even medium-size firms have been able to access the 
bond market at very low rates throughout this economic slowdown, which has further reduced 
the demand for larger commercial loans. This has affected especially the lending activity at the 
largest banks, because they tend to have potential business customers who have greater access 
to other financial options. Community banks, however, taking advantage of their knowledge of 
local markets and business needs, have maintained their business lending throughout this cycle, 
with increases reported in their commercial and industrial (C&I) and commercial real estate loan 
books. 

The mortgage and consumer sectors have been a strong source of loan growth for national banks. 
Residential real estate loans held by national ha nks rose at an annual rate of about 20 percent 
in both 2002 and 2003. Within this broad category, home equity lending has grown particularly 
fast, rising by 21 percent in 2001, 38 percent in 2002, and 37 percent in 2003. Throughout this 
cycle, consumers have taken advantage of the declining mortgage rates to extract funds from the 
increased value of their homes. Some of these funds from the refinancing and home equity loan 
activity have been used, however, to pay off higher interest credit card and installment debt. 
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Loan growth continued throughout this recession 


Percent change Percent change 



Source: Integrated Banking Information System (OCC); Quarterly data through Q2-2003. Shaded areas 

BEA/Haver Analytics represent periods of recession. 


The low interest rate environment has been a plus and a minus for banks. Smaller ha nks with 
their greater relianee on retail funding have seen steady erosion in their net interest margins. By 
eontrast, the largest banks, whieh rely more on wholesale funding, until reeently experieneed 
relatively high net interest margins. As of Deeember 2003, the net interest margin for ha nks in all 
asset size groups has fallen below their historie averages. Despite the deeline in margins, ha nks 
have reported eontinued growth in net interest ineome due to the strong expansion in household 
lending. As long as margins remain eompressed, however, this growth in ineome is vulnerable if 
volume of aetivity in the eonsumer markets falls. 

The low interest rate environment also raises eoneems about the extent to whieh banks may be 
taking on interest rate risk in an effort to maintain their interest ineome. Effeetive management 
of this risk will be important for ha nks in all asset size groups as the eeonomy reeovers, whieh is 
often aeeompanied by an inerease in interest rates. We have alerted national ha nks to our eoneems 
on this seore and provided adviee on approaehes on how best to address this “low rate set-up.” ‘ 

Deposits have eontinued to flow into banks, espeeially large banks, as might be expeeted when 
low interest rates hold down returns on alternative money market instruments. Deposits at na¬ 
tional banks grew at 6.0 pereent in 2001, 7.6 pereent in 2002, and 8.6 pereent (year-over-year) 


' OCC Bulletin 2002-19, “Supplemental Guidance on Unsafe and Unsound Investment Portfolio Practices,” May 22, 
2002 . 
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in 2003. The increase in deposits has fueled growth in bank assets. The assets of national ha nks 
grew 9.8 percent in 2003 (year-over-year), as compared to a 0.1 percent decline reported at this 
point of the recovery from the last recession. Nevertheless, we believe ha nks must be vigilant in 
their assessment of the potential sensitivity of their sources of funds to changes in the economic 
environment or, in some cases, the hank’s own performance. The high level of liquidity in the 
banking system could be reduced rapidly if the relative yield on alternative investments increased 
sharply or if banks failed to maintain certain performance levels required to retain some sources 
of funds. 

While credit quality deterioration is typically an issue during recessions, the most recent experi¬ 
ence for national ha nks was much better than during the previous recession. This may well reflect 
national ha nks ’ response to cautions issued by the OCC to ha nk ers in the late 1990s to be vigilant 
about their underwriting standards. The noncurrent loan ratio for national hank s (loans at least 90 
days past due plus nonaccruals) reached a peak of 4.4 percent in 1991Q2; in contrast, at the peak 
in this economic cycle, reported in 2002Q2, the noncurrent ratio was 1.6 percent. For large banks 
(over $1 billion in assets), the noncurrent loan ratio has now declined to 1.3 percent, near pre¬ 
recession levels. Smaller ha nks (under $ 1 billion in assets) were not as affected by the stresses in 
the nonfinancial corporate markets and thus experienced only a modest decline in credit quality 
during the recession. While credit quality appears to be improving for the banking industry, the 
OCC continues to watch developments in areas that remain vulnerable, such as small business 
lending and certain real estate markets and property types. 


Noncurrent loans remained well below level 
of early 90s 


National banks percent of total 

loans noncurrent 



Source; Integrated Banking Information System (OCC) Data as of year-end. Shaded areas represent periods of recession. 
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The data on failure and new entrants to the eommereial banking system also refleets a very dy- 
namie and healthy banking system. In 2003, two ha nks failed—one national and one state bank. 
By eontrast, 100 eommereial ha nks —ineluding 33 national ha nks and 67 state ha nks —failed in 
1992, the first year of reeovery after the 1990-91 reeession. The eommereial banking system also 
had 111 new entrants in 2003; this eompares to 40 new banks in 1992. 

Banks’ business strategies have eontinued to evolve in response to demographie shifts, ehanges in 
teehnology, and improvements in risk management. Larger ha nks have moved inereasingly into 
retail lending during a period of strong growth in demand from the household seetor. Large banks 
have benefited from their geographie diversifieation and have eaptured eeonomies of seale by 
moving to automated proeessing of standardized produets like home mortgages. Small national 
banks have seen more modest growth in retail lending. Eeonomies of seale are refleeted in the 
eontinued improvement in the effieieney ratio for large banks (noninterest expense to net operat¬ 
ing revenue), a faetor that also has eontributed signifieantly to overall bank performanee in reeent 
years. In eontrast, small banks have expanded their business lending, where many eontinue to 
find profitable niehes offering eustomized produets in loeal markets. 


Residential real estate lending has driven loan 
growth 



88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 

Source: integrated Banking information System (OCC). Data as of year-end. 
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While the national banking system has displayed strong performance, even during the recent 
recession, history teaches that we cannot kn ow for certain what lies ahead, and ha nk s’ capital 
provides important protection against that uncertainty. National ha nks remain well capitalized and 
rest on a much firmer capital base than they did a decade ago. In 1990, for example, 6.3 percent 
of banks had risk-based capital ratios below 8 percent, which we would now consider undercapi¬ 
talized, and 18.3 percent were below 10 percent. Today, all national banks, with the exception of 
a few small hank s under special supervision, have risk-based capital ratios above 8 percent, and 
more than 90 percent of national ha nk s have risk-based capital ratios above 10 percent. 

III. The State of the OCC 

The OCC’s mission is accomplished through three major programs: supervise (including risk 
analysis), charter, and regulate. The OCC is headquartered in Washington, D.C., operates the Om¬ 
budsman’s office in Houston, and maintains district offices in Chicago, Dallas, Denver, and New 
York. The agency has 48 field offices and 23 satellite locations in cities throughout the United 
States, has stationed resident examiner teams in the 24 largest banking companies supervised, and 
maintains an examining office overseas in London. The agency has approximately 2,800 employ¬ 
ees, the vast majority of which are ha nk examiners. To accomplish our mission in FY 2003, we 
used 2,761 full-time equivalents (FTEs), down slightly from 2,792 in 2002, and 2,837 in 2001. 
Total examiner FTEs were 1,837 in 2003, 1,853 in 2002, and 1,888 in 2001. 

The OCC receives no appropriated funds. Our funding is derived from assessments and fees and 
we set our budget each year based on agency practices and our estimation of available revenue 
for the upcoming year. Our budget has been balanced during all the years that I have served as 
Comptroller, and we have the resources available, as needed, to assure that we fulfdl all dimen¬ 
sions of our responsibilities as supervisor and regulator of the national banking system. We guard 
against potential disruption to our operations due to major, unpredictable events affecting our 
funding, for example, through a contingency reserve that is funded on an incremental basis as part 
of the budget process, each year. 

Effective supervision of a dynamic national banking system in a changing financial services mar¬ 
ketplace demands careful management of our financial resources and thoughtful deployment of 
the first-rate work force we have been able to attract. In recent years, the OCC has placed a heavy 
emphasis to improving the discipline with which we manage our financial resources and building 
enhanced accountability into the way we manage our human resources. 

Improving Financial Performance 

For the past five years, the OCC’s financial management initiatives have been strongly focused on 
improving the planning, budgeting, and program evaluation processes; strengthening financial ac¬ 
countability and internal management controls; and modernizing our financial operating systems. 
The OCC maintained its “green” rating—the highest of three possible ratings—on the Financial 
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Performance Initiative^ and received from its external auditors, Gardiner, Kamya, and Associates, 
an unqualified opinion on its FY 2003 financial statements with no material weaknesses. We have 
received an unqualified opinion on our financial statements for 39 consecutive years. We close 
our books within three days of month-end each month, and our independent auditors are able to 
issue their audit report by November 15th each year. 

Our ongoing commitment is to ensure that timely, accurate, and relevant management information 
is conveniently available to OCC program managers. Over the past five years we have improved 
the OCC’s planning, budgeting, and program evaluation process in major respects. Since the first 
quarter of FY 2002, we have employed quarterly budgeting and implemented a procedure that 
requires advance approval for significant reprogramming actions. During FY 2003, we developed 
a five-year variable projection model that uses revenue, budget, reserve target, and actual reserve 
projections to allow management to better understand the financial impact of their business deci¬ 
sions on the future operations of the OCC. For FY 2004 we have adopted a new activity-based 
accounting code structure that will assist OCC managers in making staffing decisions and ensur¬ 
ing that resources are used in alignment with the OCC’s strategies. 

We have in place a strong quality management program that employs regular reviews and special 
studies designed to foster continuous organizational improvement. The OCC’s program analysis 
unit evaluates program efficiency and effectiveness and assists management in ensuring that OCC 
programs are strategically aligned with our objectives. The combination of administrative funds 
control processes and a strong management control program helps us ensure that we maintain 
integrity and accountability in all of the OCC’s programs and operations. 

We recently upgraded our financial management and acquisitions system (SMART) to Web-based 
technology. SMART is a state-of-the-art system that is Joint Financial Management Improve¬ 
ment Program (JFMIP)- and U.S. standard general ledger-compliant. The system has allowed us 
to integrate the budget execution function with the core functions of accounts payable, accounts 
receivable, asset management, and general ledger. SMART provides users with on-line access to 
daily status of funds and financial performance reports, and it provides appropriate security over 
financial information. Utilizing the features in SMART and management information provided by 
our new activity-based accounting structure, we expect to continue making progress throughout 
FY 2004 in further integrating budgeting and performance management and program evaluation. 

Responding to New Management Challenges 

The OCC supports the Department of Treasury’s 2003-2008 strategic goals of promoting pros¬ 
perous U.S. and world economies; preserving the integrity of financial systems; and ensuring 
professionalism, excellence, integrity, and accountability in the management and conduct of the 


^ The Financial Perfonnance Initiative is one of the five initiatives in the President’s Management Agenda. The Office 
of Management and Budget (0MB) scores the progress of each agency toward accomplishing these initiatives using a 
green/yellow/red scoring system. The Department of the Treasury scores its own bureaus, including OCC, in a similar 


48 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 



SPEECHES AND CONGRESSIONAL TESTIMONY 


Department of Treasury. The OCC has established four strategic goals to achieve its mission and 
contribute to the achievement of the Department of Treasury’s strategic goals. The OCC’s goals, 
as defined in our 2003-2008 strategic plan, are a safe and sound national banking system; a flex¬ 
ible legal and regulatory framework that enables the national banking system to provide a full 
competitive array of financial services; fair access to financial services and fair treatment of bank 
customers; and an expert, highly motivated and diverse workforce that makes effective use of 
OCC resources. Described below are initiatives we have undertaken in two key areas that present 
cutting-edge management challenges. 

Expanded e-Government and IT Security 

The OCC developed a three-year plan to fully implement the Clinger-Cohen Act and capital plan¬ 
ning best practices. The plan was implemented in FY 2003, and significant progress was made 
during the FY 2004 budget cycle. The FY 2004 capital planning process significantly increased 
the involvement of all OCC business units, and training was provided on the capital planning 
program, e-Govemment initiatives, and the 0MB’s business case development. 

We have recently implemented Web-based interaction with national banks, including optional 
electronic filing of an increasing number of applications and electronic notification to banks of 
consumer complaints received by the OCC Ombudsman. The OCC also has recently deployed 
phase one of the automated learning information center for OCC employees, a state-of-the-art 
learning management and delivery system. We are now initiating phase two, which includes the 
development of operational, management, and integrated reporting capability. The learning man¬ 
agement system is becoming a model for other agencies. 

In the area of IT security, the OCC created a computer security incident response center to moni¬ 
tor, respond, and report to Treasury regarding virus attacks, intrusion attempts, and other security 
incidents. 

We have integrated security considerations into capital planning and system development pro¬ 
cesses and inventoried all information-processing systems and grouped them for certification and 
accreditation. The OCC has also improved our continuity of operations by implementing an IT 
recovery strategy that is commensurate with the threats and risks of the post-9/11 era. 

Emergency Preparedness 

Immediately following the terrible events of 9/11, we established a Contingency Planning Over¬ 
sight Co mm ittee to conduct a comprehensive review of the OCC’s emergency management pro¬ 
gram and contingency plans. The committee was tasked with analyzing the existing program and 
plans to determine what changes were needed to address new and emerging threats. The result 
of the committee’s work was the development and implementation of a Continuity of Operations 
Plan that ensures the OCC can respond to any emergency impacting our operations and can con¬ 
tinue to perform essential functions necessary to support the mission of the OCC and the banking 
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and finance sector of the nation’s critical infrastructure. We recently re-organized our critical in¬ 
frastructure protection and security functions into a new business unit to continue focusing on this 
work and allow the OCC to begin performing an even greater role in the planning and coordina¬ 
tion activities of the banking and finance sector. 

During the past two years the OCC completed a comprehensive physical risk assessment of our 
headquarters facility and implemented new security procedures and security systems at our key 
facilities. We also developed, implemented, and tested new information technology disaster 
recovery strategies for those key information systems and applications necessary to support the 
OCC’s essential functions. In addition to our physical and information assets, we also focused on 
the protection and safety of our most important asset, our employees. The OCC was one of the 
first federal agencies to issue survival kits to all employees and one of the first to develop, imple¬ 
ment, and successfully test shelter-in-place procedures. We have also developed a testing, train¬ 
ing, and exercise plan that allows us to educate and prepare employees and which also enables us 
to identify and correct weaknesses in our contingency plans and emergency operations. 

Positioning our Workforce for the Future 

The most important asset the OCC has is its people. One of the challenges we face is to ensure 
that the structure and expertise of our workforce continues to evolve as the national banking 
industry changes. The OCC restructured its district offices last year by combining the existing six 
district offices into four offices to better realign our workforce with the location of the ha nk s we 
supervise. We have managed these efforts carefully to maximize the choices available to employ¬ 
ees affected by the restructuring and to minimize disruption to our ongoing operations and loss of 
critical expertise. 

This past year, the OCC completely re-engineered its recruitment processes by hiring a profes¬ 
sional recruiter as a permanent member of our staff and placing greater emphasis on a centralized 
approach to college recruitment. These changes have resulted in the hiring of a diverse cross-sec¬ 
tion of top qualify candidates. To ensure that these candidates will be able to carry on the OCC’s 
tradition of excellence for years to come, we have improved our training for pre-commission 
examiners and renewed our emphasis on employee retention. Retention efforts are particularly 
focused on new hires, who are especially susceptible to turnover during their first four years with 
the OCC. 

For more than twenty years, the OCC has operated as a performance-based organization with 
a strong emphasis placed on aligning individual performance expectations with organizational 
priorities. Annual pay increases granted to employees are based on the extent to which their per¬ 
formance objectives are met rather than on cost of living changes or longevity. We offer compen¬ 
sation and benefit programs that are tailored to achieving several goals, including matching the 
diverse needs of our workforce, supporting the several components of our mission, and control¬ 
ling costs so that we can continue to operate within a balanced budget. 
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Because our ability to fulfill our mission depends on the skill, dedication, and good judgment of 
our people, we strive to maintain an environment that promotes creative and thoughtful contribu¬ 
tions and encourages diversity of viewpoints. It is a measure of our success that the OCC was 
recently recognized as one of the “Best Places to Work in the Federal Governmenf ’ in a report 
released by the Institute for Study of Public Policy Implementation. 

IV. Keeping Pace with Change in the National Banking System 

Change is a consistent theme in the operation—and the supervision—of the national banking 
system today. National banks must evolve their businesses if they are to remain competitive in 
today’s financial services markets. At the same time, the OCC must adjust its supervisory and 
regulatory approaches in order to ensure that national ha nks can avail themselves of all of the at¬ 
tributes of their charter safely and soundly. Among the most important strategies we have devel¬ 
oped to maximize the effectiveness of our examination and supervisory program is our risk-fo¬ 
cused approach to supervision. 

The OCC’s Risk-Focused Approach to National Bank Supervision 

OCC’s supervision by risk approach dates back more than 10 years and involves supervisory poli¬ 
cies and processes that tailor our oversight to the key characteristics of each bank, including asset 
size, products offered, markets in which it competes, and the board’s and management’s tolerance 
for risk. This process provides an effective means for the OCC to allocate our supervisory re¬ 
sources and to better communicate to senior ha nk management the areas where they may need to 
correct problems before they become entrenched. 

Risk-based supervision begins with an assessment of a banking organization’s existing and 
emerging risks, and management’s efforts to manage and control those risks, in nine specified risk 
areas: credit, liquidity, interest rate, price, foreign exchange, transaction, compliance, strategic, 
and reputation. Based on that assessment, the OCC examiner-in-charge or portfolio manager will 
develop and implement a detailed, supervisory strategy for the bank, based on its risk profile and 
the complexity of its lines of businesses. Examiners identify areas of highest risk, understand ex¬ 
actly what management is doing to address those risks, and communicate regularly with manage¬ 
ment to indicate where additional management actions are needed. In performing this evaluation, 
OCC examiners consider not only the activities of the hank and its operating subsidiaries, but also 
how the bank’s risk profile is affected by the activities of other subsidiaries and affiliates. 

Our assessment of the integrity and effectiveness of a ha nk ’s risk management systems includes 
appropriate validation through transaction testing. If this produces concerns, we will “drill down” 
to test additional transactions. If this reveals problems, we have a variety of tools with which 
to respond, ranging from informal supervisory actions directing corrective measures, to formal 
enforcement actions, to referrals to other regulators or law enforcement. The examination pro¬ 
cedures implementing OCC’s supervision by risk program are documented in the Comptroller’s 
Handbook. 
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Supervision by risk provides an effective way to supervise banks in the current rapidly changing 
environment. It also allows us to apply a consistent supervisory methodology across an increas¬ 
ingly diverse group of banks and bank activities. Because the design of this approach requires 
that we customize an examination based on a ba nk ’s underlying risk characteristics, it allows us 
to more effectively direct OCC resources to the banks or activities within banks exhibiting the 
greatest risk. 

In response to the growing divergence in the complexity and scope of operations between large 
and small banks, we have divided our day-to-day supervisory operations into two lines of busi¬ 
nesses—our Community and Midsize Bank program and our Large Bank program. 

Our Community/Midsize Bank line of business oversees over 2,000 national ba nks and federal 
branches and agencies through our network of district, field, and satellite offices. When examin¬ 
ing this population of banks, examiners use a core set of examination procedures to draw con¬ 
clusions about the magnitude of risk and the adequacy of the risk management system for each 
of the nine areas of risk. Even in low-risk banks, we sample, verify, and test the ha nk ’s policies, 
procedures, and systems. When risks are elevated; when activities, products and services are more 
complex or present greater financial or compliance risks; or when issues or problems emerge, 
examiners will expand the scope of their supervisory activities using more detailed guidance 
found in topical booklets of the Comptroller’s Handbook series. Periodic monitoring of commu¬ 
nity banks, another key element of the supervisory process, is also designed to identify changes 
in the bank’s condition and risk profile, including new products or services, and to assess bank 
corrective action on outstanding supervisory concerns between formal on-site examinations. This 
quarterly monitoring process allows examiners to identify significant changes in the risk profile 
of the ha nks they supervise on a timely basis. 

Our Large Bank program focuses on the 24 largest national banks. The supervision of each large 
bank, overseen out of our headquarters office, is staffed by a resident examiner-in-charge and a 
team of examiners and specialists in areas such as commercial and retail credit, capital markets, 
bank technology, asset management, and compliance. These examiners and specialists track the 
quantity and quality of risk management in real time so that our assessments are forward-look¬ 
ing as well as historical. This program allows the OCC to develop a more thorough knowledge 
of the ha nk than is possible through the traditional regime of periodic, discrete examinations. 

Over the years, we have also developed, tested, and refined this supervisory approach expressly 
to address the special financial and compliance challenges posed by bigger, more complex, and 
globally positioned banks. We are confident that this approach will be effective to supervise the 
“mega-banks,” those with assets of a trillion dollars or more, that are forming as a result of recent 
acquisition activity in the industry. 

Today’s national banking system operates not just nationally, but globally. Our large banks all 
have operations or a presence overseas. Our London office provides us with examiner expertise 
to interact with foreign supervisors and provides a platform to examine national ha nk branches 
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overseas. Our London examiner staff provides a critical network to deal with home/host country 
issues, information-sharing issues, and outsourcing issues. We also participate in the Foreign 
Banking Organization program (along with the Federal Reserve Board) to examine and supervise 
federal branches and agencies in the United States. 

We also are deeply involved in the development of international ha nk supervision policy through 
our participation in the Basel Co mm ittee on Banking Supervision and in the Joint Forum, which 
is an international group of banking, securities, and insurance supervisors; through our regular 
dialogue with foreign banking regulators; and through our international and technical assistance 
programs that provide training and internship opportunities to ha nk supervisors. In fact, not long 
ago we detailed to the Treasury Department four experienced examiners who are now working in 
Iraq. 

To help meet the challenges of an ever more complex banking industry, our resident and field 
examiners and specialists are supported by a team of policy specialists, analysts, accountants, 
and economists in our headquarters office who monitor industry, market, and economic trends; 
provide technical expertise; and develop analytical tools and models to support our examination 
functions. For example, our Canary monitoring system monitors and identifies ha nks that may 
have high or increasing levels of credit, liquidity, or interest rate risks. Our credit risk and eco¬ 
nomics staffs have developed various analytical tools that assist examiners to identify portfolio or 
industry concentrations where risk may be increasing for more in-depth investigation. Our Risk 
Analysis unit—staffed by Ph.D. economists—provides on-site technical assistance to our resident 
staff in evaluating banks’ quantitative risk models and measurement systems. Our National Risk 
Committee serves as a coordinating body to gather and disseminate information from through¬ 
out the OCC and the financial markets on emerging risk issues and advises me and the OCC’s 
Executive Committee on a quarterly basis of emerging issues and potential policy and supervisory 
responses. 

Our combination of continuous on-site supervision, with the “ground level” intelligence it pro¬ 
vides on each individual bank’s activities and strategies, coupled with our broader, systemic risk 
analyses, allows us quickly to adjust our supervisory strategies to emerging risks and issues that 
may arise at individual institutions, within business segments or across the industry as a whole. 

It also allows us to leverage the diverse skill sets that are needed to supervise our most complex 
institutions effectively. 

Regulatory Coordination 

We also work closely with other federal regulators in carrying out our supervisory responsibilities 
through a variety of formal and informal mechanisms. Primarily through the Federal Financial 
Institutions Examination Council (FFIEC), the OCC works with the other federal financial regu¬ 
lators (Board of Governors of the Federal Reserve System, FDIC, Office of Thrift Supervision 
(OTS), and National Credit Union Administration) to coordinate supervisory policies, regulations 
and regulatory reporting requirements, and examiner training on issues that cut across the banking 
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system. Indeed, such coordination is the norm, not the exception among the federal banking agen¬ 
cies. This coordination reduces regulatory burden by promoting greater uniformity, consistency, 
and efficiency in the supervision of insured depository institutions. 

For example, during the past year the OCC worked together with the other federal banking agen¬ 
cies on a variety of policy initiatives in areas such as ha nk technology, identity theft and consum¬ 
er privacy and disclosure issues, and implementation of the USA PATRIOT Act. 

In the area of ha nk technology, the banking agencies are undertaking a complete revision and 
update of the 1996 FFIEC Information Systems Examination Handbook. A series of 12, topical 
booklets addressing issues such as business continuity planning, information security, outsourc¬ 
ing (including off-shore outsourcing), and electronic banking will replace the 1996 handbook. 

The OCC also continues to coordinate with the Treasury Department’s Financial and Banking 
Information Infrastructure Committee (FBIIC) and other agencies on issues related to improving 
the reliability and security of the U.S. financial system. These efforts have included sponsoring 
critical financial institutions’ access to the Telecommunications Service Priority Program that 
provides priority treatment for the restoration or provisioning of telecommunications services in 
emergencies, and joint publication by the OCC, Federal Reserve Board, and Securities and Ex¬ 
change Commission, of an Interagency Paper on Sound Practices to Strengthen the Resilience of 
the U.S. Financial System. The paper identifies sound practices and steps necessary to protect the 
U.S. financial systems from the systemic effects of a wide-scale disruption. 

We also are working closely with other regulators in the important areas of identity theft and 
consumer privacy. East August, we and the other federal banking agencies issued for comment 
proposed guidance that would require financial institutions to develop programs to respond to 
incidents of unauthorized access to customer information, including procedures for notifying 
customers under certain circumstances. The proposed guidance interprets the agencies’ customer 
information security guidelines that require financial institutions to implement information secu¬ 
rity programs designed to protect their customers’ information. We also are working closely with 
the Federal Reserve, the Federal Trade Commission (FTC), and other agencies on implementation 
of the various provisions of the Fair and Accurate Credit Transactions (FACT) Act. 

Recognizing the importance of informing consumers about financial institutions’ privacy policies 
and how consumers may affect information-sharing practices, the OCC, the other federal bank¬ 
ing agencies, and the FTC issued in December 2003 an advance notice of proposed rulemaking 
(ANPR) to seek public comment on how to simplify privacy notices required under the Gra- 
ham-Eeach-Bliley Act (GEBA). With the other regulators, we have been meeting with consumer 
groups, as well as the Internal Revenue Service and Food and Drug Administration, to get insights 
on how the banking agencies could use consumer testing to enhance the effectiveness of privacy 
notices. 

To help alert consumers to potential pitfalls associated with certain high-cost mortgage and home 
equity loans, the agencies in conjunction with the Department of Housing and Urban Develop- 


54 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 


SPEECHES AND CONGRESSIONAL TESTIMONY 


ment (HUD), the Department of Justice, the Federal Housing Finance Board, the Federal Trade 
Commission, the National Credit Union Administration, and the Office of Federal Housing Enter¬ 
prise Oversight, issued in October 2003 a consumer brochure on predatory lending. The brochure. 
Putting Your Home on the Loan Line is Risky Business, cautions consumers about various preda¬ 
tory lending practices and advises consumers on steps they can take to protect themselves against 
such practices. 

The OCC also works closely with law enforcement, the Treasury Department, and other federal 
agencies to disseminate information and take appropriate actions to help facilitate the prevention, 
detection, and prosecution of international money laundering and terrorist financing. For exam¬ 
ple, in May 2003, the FFIEC agencies, in cooperation with Treasury, the SEC and the Commodity 
Futures Trading Commission, issued implementing regulations for the Customer Identification 
Program requirements of section 326 of the USA PATRIOT Act. These and other USA PATRIOT 
Act requirements will be subject to examination reviews conducted in accordance with standards 
coordinated among the FFIEC agencies. 

In addition to coordinating efforts on broad policy issues, we work closely with other regulators 
in our on-going ha nk examination programs. To the extent possible, we and the other banking 
agencies build upon each other’s supervisory reviews and databases to minimize regulatory bur¬ 
den. We routinely share reports of examination, inspection reports, and other agency-institution 
communications and provide each other with access to our organizations’ structure, financial, and 
supervisory information. To help facilitate and coordinate our supervision of large, complex insti¬ 
tutions, we share information on proposed examination and supervisory activities for the coming 
year and coordinate the planning and execution of those activities in such a way as to minimize 
or eliminate any overlap or duplication. When appropriate, we hold joint meetings with institu¬ 
tions involving matters of mutual interest and may conduct coordinated reviews or examinations 
where a business activity is conducted across legal entities. For example, the OCC worked closely 
with the Federal Reserve throughout 2003 to investigate and respond to questions about potential 
illegal tying activities at large, insured depository institutions. Similarly, the Federal Reserve, the 
OCC, and the SEC worked together closely throughout 2002 and 2003 to examine and respond 
to questions relating to structured finance transactions of the Enron Corporation. The OCC 
participates annually on an interagency basis in the Shared National Credit Program established 
to provide a periodic credit risk assessment of supervised institutions’ largest and most complex 
credit facilities. 

Our information-sharing and coordination efforts extend beyond the other federal banking agen¬ 
cies and include state insurance departments and foreign ha nk regulators. For example, consistent 
with GEBA, the OCC has entered into information-sharing agreements with 49 state insurance 
departments and we meet regularly with the National Association of Insurance Co mm issioners to 
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discuss topics of mutual interest. We have also entered into 11 information-sharing agreements 
with foreign hank regulators to promote more efficient supervision of institutions with foreign 
operations.^ 

Basel II Developments 

Because national ha nks have international as well as domestic operations, the OCC must—and 
we do—become involved in the development of approaches to bank supervision at the interna¬ 
tional level. Currently, the most significant of these approaches is the ongoing effort to revise the 
1988 Basel Capital Accord. Let me briefly provide you a status report on this effort. 

There have been a number of articles in the press in recent weeks about positions that U.S. 
regulators, and the OCC in particular, may be taking that I believe warrant some clarification and 
amplification. 

First, let me stress that my U.S. colleagues and I share the overarching goal that Chairman Oxley 
expressed in his opening statement at this co mm ittee’s March 4, 2003, oversight hearing: that 
Basel II be implemented in a ma nn er that is entirely consistent with the safety and soundness and 
continued competitive strength of the U.S. banking system. 

As I have said, ha nks ’ current financial and capital positions are strong, but as the industry con¬ 
tinues to evolve, so does its risk profile. Recognizing and adapting to changing risk profiles and 
changing risk management practices is critical to maintaining those strengths. These observations 
inform our approach to negotiations in the Basel Co mm ittee on Banking Supervision regarding 
Basel II. However, while we recognize that we can and should improve capital regulation to take 
into account changes in banking and risk management, a basic tenet in our negotiations over re¬ 
form of the international capital standards is to do no harm. U.S. banks are world leaders in many 
aspects of banking—credit cards and securitizations, for example—and we must assure that these 
important markets are not disrupted or impaired in the name of achieving international conformi¬ 
ty in capital rules. In view of the fundamental strength and resilience of the U.S. financial system, 
we believe that reforms to our regulatory and supervisory structure must be adopted in a prudent, 
reflective fashion. 

Thus we are fully committed to three things: first, an open rule-making process in which com¬ 
ments are invited and considered, good suggestions are heeded, and legitimate concerns are ad¬ 
dressed; second, a reliable quantitative analysis in which we can assess the likely impact of Basel 


^ The U.S. federal banking supervisors have concluded memoranda of understanding or statements of cooperation 
with supervisors in the following jurisdictions: the European Union, Argentina, Brazil, Canada, Chile, Germany, Hong 
Kong, Mexico, the Netherlands, Panama, and the United Kingdom. A number of others are in process. The OCC also 
has entered into some less formal information-sharing arrangements with several other countries, including the Repub¬ 
lic of China. 
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II on the capital of our banks prior to its adoption; and third, a prudent implementation in which 
we make well-reasoned and well-understood changes to ha nk capital requirements and incorpo¬ 
rate in those changes appropriate conservatism. In this regard, I welcome the questions and issues 
that members of this committee and its staff have raised about this important project and I have 
repeatedly stressed to the Basel committee the important role that congressional oversight plays 
in our deliberative process. 

The U.S. agencies’ insistence on a thorough and rigorous deliberative process already has re¬ 
sulted in important modifications to the Basel II proposals. One of the most significant of these 
issues—and one that U.S. hank s were virtually unanimous in criticizing in response to the Ba¬ 
sel Committee’s third consultative paper (CP-3)—involved the fundamental question of what 
losses capital requirements should be designed to cover. CP-3 would have calibrated capital to 
ensure coverage of both expected losses (EL) plus unexpected losses (UL). However, banks in 
the United States today generally measure and manage their internal economic capital allocations 
by reference to UL only, and most hank s consider EL to be covered by a combination of reserves 
and credit pricing. As we examined this issue, we became convinced not only that the ha nks were 
conceptually correct in their arguments, but that retaining the EL plus UL calibration would have 
severe ramifications—not the least of which might be to seriously jeopardize the industry’s accep¬ 
tance of Basel II framework as being a conceptually sound framework. While many on the Basel 
Committee resisted this initially, the committee ultimately put forth a new proposal in October to 
modify the calibration of Basel II to UL only. This modification was strongly endorsed by indus¬ 
try participants and has now been agreed to by the committee. 

The committee announced several other important modifications to CP-3 in January that are 
responsive to numerous comments we received on CP-3 and the U.S. agencies’ advanced notice 
of proposed rulemaking that was issued last August. These modifications include simplifying the 
proposed treatment for securitizations and aligning it more closely to industry practice and an 
agreement to find a prudentially sound solution that better recognizes credit mitigation techniques 
used by the industry. Other issues are still under discussion by the committee’s various technical 
working groups and are scheduled to be considered by the committee at its meeting in May. 

Probably the most difficult policy issue remaining involves the appropriate risk-based capital 
treatment of certain retail credit products—unused credit card lines in particular. This issue is 
critically important for national ha nk s and for the cost and availability of consumer credit. It 
is also an area in which consensus has been hard to come by, not least because of the extent to 
which American credit card products are marketed and administered differently than in other parts 
of the world. Given the prominence of this issue for U.S. banks, and for national banks in particu¬ 
lar, there is little room for substantive compromise, and the OCC will not accept provisions that 
are likely to unduly disrupt or disadvantage established, well-functioning business practices for 
the sake of global conformity. 

Notwithstanding the difficulty of these issues, the co mm ittee’s goal is to be in a position by mid- 
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ear to release a text that will provide the basis for each country’s national implementation process. 
Let me reiterate that point: the release of the next round of Basel II proposal does not represent a 
final agreement or accord; rather, it is the platform from which we will launch our more in-depth 
domestic deliberative process. In the United States, that process will have several key steps. 

First, the U.S. agencies will conduct a fourth quantitative impact study (QIS-4) in the third and 
fourth quarters of this year. This study will be based on the committee’s mid-year release and will 
differ in some important aspects from the Basel Committee’s earlier quantitative studies. QIS-4 
will not only be conducted against the background of a more fully articulated proposal, but will 
include a more prominent supervisory role to ensure greater reliability and consistency in survey 
results than has occurred in the past. We continue to believe that we cannot responsibly adopt 
final rules implementing Basel II until we have both determined with a high degree of reliabil¬ 
ity what the impact will be on the capital of our banks, and we have made the judgment that the 
impact is acceptable and conducive to the maintenance of a safe and sound banking system in the 
United States. We believe the results of QI-4 will be more useful than any data we currently have 
in determining the magnitude of Basel II on hank capital and potential competitive inequities, as 
well as determining ultimately what to do about them. 

Second, in another effort to increase our practical understanding of the effects of Basel, the U.S. 
agencies have commenced an operational risk benchmarking review at a number of institutions. 
Information obtained through this effort will enhance agency understanding of current qualita¬ 
tive and quantitative operational risk practices and will assist agency efforts to develop additional 
supervisory guidance and training materials for ha nks and examiners on the operational risk com¬ 
ponent of Basel II. Throughout this period we will continue our dialogue with banks and other 
interested stakeholders on various issues that Basel II may raise. 

These projects and discussions will help us in the third key step in Basel implementation, devel¬ 
oping a joint notice of proposed rulemaking (NPR) that will set forth the proposed regulatory text 
for Basel II in the United States. Currently we anticipate that such an NPR will be released for 
public co mm ent in late 2005 or early 2006. At the OCC, we have made a preliminary determina¬ 
tion that this rulemaking will be a “significant regulatory action” for purposes of Executive Order 
12866. Consequently, we will prepare and submit to the Office of Management and Budget’s 
Office of Information and Regulatory Affairs (OIRA) an economic analysis that includes— 

• A description of the need for the rules and an explanation of how they will meet the need; 

• An assessment of the benefits anticipated from the rules together with, to the extent feasible, 
a quantification of those benefits; 

• An assessment of the costs anticipated from the rules together with, to the extent feasible, a 
quantification of those costs; and 
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• An assessment of potentially effeetive and reasonably feasible alternatives to the planned 
regulation and an explanation why the planned regulatory aetion is preferable to the identified 
potential alternatives. 

We have begun diseussions with the OMB’s OIRA regarding the how these analyses will be de¬ 
signed and eondueted. Our analysis will be published as part of our notiee and eomment process. 

Finally, as the rulemaking process for the domestic implementation of Basel II moves forward, 
we and the other U.S. agencies are exploring the implications that Basel II may have on non-man¬ 
datory ha nks and what, if any, changes we should make to our capital regulations for those banks. 
Any such changes will, of course, be subject to public notice and comment. 

As my testimony conveys, while we have made important strides in trying to develop a more risk- 
sensitive capital framework for internationally active banks, there is still a long way to go before 
Basel II is completed and adopted. As I have repeatedly stated before Congress and in the Basel 
Committee, a new accord cannot be completely finalized until national implementation proce¬ 
dures have been completed and I am committed to a notice and comment process that is open 
and fair and responsive to public comments. The OCC and other U.S. agencies have recognized 
the possibility that, even in the late stages, public comments might reveal flaws in the proposal 
that will need to be addressed before we can issue final implementing regulations. The OCC’s 
ultimate willingness to sign onto Basel II is going to depend on whether we are satisfied with the 
final product. 

The Applicability of State Law to National Banks 

National ha nks today compete in a financial services marketplace that is profoundly different 
from the one they confronted 20, even 10, years ago. Legal barriers to banks’ geographic expan¬ 
sion have been eroded by market developments and, in some cases, eliminated by Congress. At 
the same time, technology has enabled ways of doing business that have vastly expanded their 
markets. Consumers can comparison shop for financial products and services on-line and can 
initiate financial transactions over the Internet. Banks use technology to make available a wider 
array of products and services and to deliver those products and services more quickly. Credit 
decisions—like approving a mortgage loan—that used to take weeks can now be made in a mat¬ 
ter of hours, for a customer located across the desk or across the country. In our highly mobile 
society, consumers expect that, when they move, they can take with them the financial relation¬ 
ships they have worked to establish with their banks. All these factors have combined to produce 
a market for credit, deposits, and many other financial products and services that is now national, 
and for some banks, international, in scope. In other words, through advances in data analysis and 
communications and changes in customer demographics, banking markets have expanded beyond 
the locality in which a given customer may be resident. 
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These developments highlight the signifieanee of being able to eonduet a banking business pursu¬ 
ant to eonsistent, national standards, regardless of the loeation of a eustomer when he or she first 
becomes a bank customer or the location to which the customer may move after becoming a bank 
customer. Yet the trend at the state—and sometimes the local—level has been the enactment of 
an increasingly diverse and potentially conflicting assortment of laws that localize bank regula¬ 
tion and threaten the ability of national banks to operate under the powers granted by their federal 
charter, pursuant to uniform national standards, and subject to federal oversight and supervision. 

In addition to conflicting with federal authorities, these state and local laws have resulted in great¬ 
er uncertainty about the standards applicable to national ha nk s’ operations, costly litigation to 
resolve that uncertainty, and in some respects, constriction of the availability of legitimate credit. 

In January of this year, the OCC issued two final rules—our preemption rule and amendments to 
our existing visitorial powers rule—intended to provide national banks with the guidance they 
need to operate under uniform, predictable federal standards—plus rigorous standards of con¬ 
sumer protection. In the latter respect, our second and equally important goal was to ensure that 
the federal standards under which national ha nks operate directly address and prevent abusive or 
predatory lending practices. 

The preemption rule adds provisions to our regulations expressly addressing the applicability of 
certain types of state laws to national ha nks ’ lending and deposit-taking activities. The rule is not 
a dramatic expansion of preemption. The regulation only preempts the types of laws that are listed 
in the regulation. The listed types of laws are ones that already are preempted under longstand¬ 
ing, preexisting OCC regulations, have been found to be preempted in OCC preemption opinions, 
have been found to be preempted by the courts, or have been determined to be preempted for 
federal thrifts by the OTS. Thus, they are types of laws for which substantial precedent exists 
recognizing the interference they pose to the ability of federally chartered institutions to operate 
under uniform federal standards. We will continue to evaluate other types of laws, not listed in the 
regulations, under the pre-existing, judicially established standards for federal preemption that 
are encapsulated by the “obstruct, impair, or condition” phrasing contained in the rule, ft is impor¬ 
tant to stress that this phrase does not itself preempt any state law; rather it distills the standard 
that we believe the courts would apply in deciding questions of preemption for the types of laws 
not listed in the regulation. 

Our second action involved amendments to our existing regulation concerning the OCC’s exclu¬ 
sive “visitorial powers” with respect to national banks.'* Existing, longstanding OCC regulations 
implement the visitorial powers statute by providing that state officials are not authorized to 

'* “Visitorial powers” is a terai used to refer to the authority to examine, supervise, and regulate the affairs of a cor¬ 
porate entity. Under federal law, the OCC has exclusive visitorial powers over national banks—except where federal 
law provides otherwise. Specifically, 12 USC 484 provides that “no national bank shall be subject to any visitorial 
powers except as authorized by federal law, vested in the courts of justice” or exercised by Congress or a committee of 
Congress. This provision, originally enacted in 1863, is integral to the overall design of the system and the ability of 
national banks to conduct the business of banking subject to uniform, consistent standards and supervision, wherever in 
the nation they operate. 
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inspect, examine, or regulate national banks, except where another federal law authorizes them to 
do so. One amendment to our visitorial powers rule clarified that the scope of the OCC’s exclu¬ 
sive visitorial authority applies to the content and conduct of national ha nk activities authorized 
under federal law. In other words, the OCC is exclusive supervisor of a national ha nk ’s banking 
activities. Another amendment clarifies that the preservation of visitorial powers “vested in the 
courts of justice” does not grant state regulatory or law enforcement officials new authority, in 
addition to whatever they may otherwise have, to exercise visitorial powers over national banks. 
State attorneys general do not dispute that federal law prohibits them from examining or taking 
actions directly against national banks, such as through cease-and-desist proceedings.^ What we 
have said is simply that they may not use the courts to accomplish indirectly what they acknowl¬ 
edge federal law clearly prohibits them from accomplishing directly. 

These rules were the subject of thorough examination by this committee’s Subcommittee on 
Oversight and Investigations at a hearing held earlier this year. The written statement we submit¬ 
ted for that hearing contains a comprehensive description of the rules, the legal principles that 
support them, and our reasons for adopting them, and I would refer the members of the committee 
to that earlier statement for detailed discussion of those matters.'^ 

Today, I want to correct the record on three points that have been the subject of a great deal of 
confusion, misunderstanding, and mischaracterization in recent weeks: 

• The OCC’s preemption and visitorial powers rules do not leave consumers vulnerable to 
predatory or abusive lending practices. 

• The OCC employs a comprehensive, integrated approach to compliance supervision, staffed 
with resources ample to ensure that national bank consumers are protected. 

• The OCC welcomes new opportunities to cooperate with state authorities on issues of mutual 
concern pertaining to consumer protection. 

1. The OCC’s rules do not leave consumers vulnerable to abusive lending 
practices. 

It is simply not the case that national bank customers are left exposed to abusive practices as a 
result of our rules. First, national ba nks and their operating subsidiaries are not where predatory 
and abusive lending practices are festering. Second, national ba nk s and their operating subsidiar¬ 
ies are governed by strong federal standards designed to prevent these practices. Finally, the OCC 


^ See footnote 28 in Brief of Amici Curiae of 41 State Attorneys General in support of Defendant, in Wachovia Bank, 
N.A. V. Watters, Civil Action No. 5:03CV0105, U.S. District Court for the Western District of Michigan, January 29, 
2004. 

See “Testimony of Julie L. Williams, First Senior Deputy Comptroller and Chief Counsel, Office of the Comptroller 
of the Currency, Before the Subcommittee on Oversight and Investigations of the Committee on Financial Services of 
the U.S. House of Representatives,” January 28, 2004 (Williams Testimony). 
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has a strong track record of taking vigorous enforcement action to remedy any such practices that 
do occur and require restitution to customers. 

Clearly, there is a real problem with abusive lending practices in this country, but national banks 
are not the breeding ground.^ Whatever our differences of opinion with the state attorneys gen¬ 
eral, they have stated unambiguously in various filings that there is scant evidence that national 
banks, or their operating subsidiaries, are engaged in abusive lending practices.* * Indeed, these 
state officials have recognized the extent to which ha nks (and thrifts) are highly regulated and 
closely supervised, and have credited that regulatory presence for the scarcity of evidence of 
abusive or predatory practices. 

Our preemption rule contains two new provisions that expressly prohibit abusive or predatory 
lending practices by national hank s or their operating subsidiaries. First, the rule prohibits nation¬ 
al ha nk s from making any consumer loan based predominantly on the foreclosure or liquidation 
value of a borrower’s collateral, rather than on the borrower’s ability to repay the loan accord¬ 
ing to its terms. This anti-predatory lending standard applies uniformly to all consumer lending 
activities of national hank s and their operating subsidiaries, regardless of the location from which 
those activities are conducted or where customers reside. This standard strikes at the heart of 
predatory lending, namely lending practices that effectively swindle a homeowner out of his or 
her property.® 

Second, our preemption rule provides that, in connection with any type of lending, national banks 
and their operating subsidiaries shall not engage in unfair and deceptive practices within the 
meaning of section 5 of the Federal Trade Commission Act (FTC Act), which prohibits “unfair 
or deceptive acts or practices” in interstate commerce. Although we do not have the statutory 


’ This conclusion is borne out not only by our own supervisory experience, but also by an extensive study of predatory 
lending conducted by the Department of Housing and Urban Development and the Treasury Department. A Treasury- 
HUD joint report issued in 2000 found that predatory lending practices in the subprime market are less likely to occur 
in lending by banks, thrifts, and credit unions that are subject to extensive oversight and regulation. . . . The subprime 
mortgage and finance companies that dominate mortgage lending in many low-income and minority communities, 
while subject to the same consumer protection laws, are not subject to as much federal oversight as their prime market 
counterparts—who are largely federally-supervised banks, thrifts, and credit unions. The absence of such accountability 
may create an environment where predatory practices flourish because they are unlikely to be detected. 

Departments of Housing and Urban Development and the Treasury, “Curbing Predatory Home Mortgage Lending: A 
Joint Report” 17-18 (June 2000), available at http://www.treas.gov/press/releases/report3076.htm. 

In addition, the report found that a significant source of abusive lending practices is non-regulated mortgage brokers 
and similar intermediaries who, because they “do not actually take on the credit risk of making the loan, . . . may be 
less concerned about the loan’s ultimate repayment, and more concerned with the fee income they earn from the trans¬ 
action.” Id. at 40. 

* Brief for Amicus Curiae State Attorneys General, Nat 7 Home Equity Mortgage Ass 'n v. OTS, Civil Action No. 02— 
2506 (GK) (U.S. District Court for the District of Columbia) at 10-11 (emphasis added). See also National Association 
of Attorneys General, Comment Letter Re: Docket No. 03-16 (dated Oct. 6, 2003) at 10. 

® See also OCC Advisory Letter 2002-3, “Guidance on Unfair or Deceptive Acts or Practices,” March 22, 2002. 
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authority to define particular acts or practices as “unfair” or “deceptive” under the FTC Act, we 
added an express reference to section 5 to our rule in response to commenters who urged us to af¬ 
firm that the principles of the act apply to national banks. We viewed this addition as particularly 
appropriate in light of the fact that the OCC pioneered the use of section 5 as a basis for enforce¬ 
ment actions against hanks that have engaged in such conduct, and have obtained substantial 
restitution for customers as a result. 

These new standards are comprehensive and they apply nationwide, to all national banks and 
their operating subsidiaries. They apply strong protections for national ha nk customers in every 
state—including the many states that do not have their own anti-predatory lending standards. 

The addition of these provisions to our lending rules reinforces the obligation of national ha nks 
and their operating subsidiaries to treat their customers fairly and operate pursuant to high stan¬ 
dards of integrity. The provisions supplement prior OCC predatory lending guidance'® and a host 
of federal consumer protection laws that apply to national ha nks and their operating subsidiaries." 

If, as a result of our examination or supervisory processes, or upon investigation of referrals or 
complaints, we find abusive practices in a particular institution, our track record compellingly 
hows that we take action to stop them. Section 8 of the Federal Deposit Insurance Act gives the 
OCC broad powers to require compliance with any “law, rule, or regulation.” This includes the 
ability to issue cease-and-desist orders when the OCC determines that a national ha nk or its oper¬ 
ating subsidiary has violated any applicable federal law or regulation or any applicable state law 
or regulation.'^ In an appropriate case, the cease-and-desist order may include restitution or a 


The OCC was the first federal banking agency to issue anti-predatory lending guidance. Two advisory letters issued 
a year ago provide comprehensive supervisory guidance directed at ensuring that national banks and their operating 
subsidiaries do not become involved in abusive or predatory mortgage lending practices. See OCC Advisory Letter 
2003-2, “Guidelines for National Banks to Guard Against Predatory and Abusive Lending Practices,” February 18, 
2003; OCC Advisory Letter 2003-3,’’Avoiding Predatory and Abusive Lending Practices in Brokered and Purchased 
Loans,” February 18, 2003. 

“ Federal consumer protection laws and regulations that apply to national banks and to national bank operating subsid¬ 
iaries include: the Federal Trade Commission Act; Truth in Lending Act; Flome Ownership and Equity Protection Act; 
Fair Flousing Act; Equal Credit Opportunity Act; Real Estate Settlement Procedures Act; Community Reinvestment 
Act; Truth in Savings Act; Electronic Fund Transfer Act; Expedited Funds Availability Act; Flood Disaster Protec¬ 
tion Act; Flome Mortgage Disclosure Act; Fair Housing Home Loan Data System; Credit Practices Rule; Fair Credit 
Reporting Act; federal privacy laws; Fair Debt Collection Practices Act; the new OCC anti-predatory lending rules in 
12 CFR parts 7 and 34; OCC rules imposing consumer protections in connection with the sales of debt cancellation 
and suspension agreements; OCC standards on unfair and deceptive practices (http://www.occ.treas.gov/ftp/adviso- 
ry/2002-3.doc ); and OCC standards on preventing predatory and abusive practices in direct lending and brokered and 
purchased loan transactions (http://www.occ.treas.gov/ftp/advisory/2003-2.doc. and http://www.occ.treas.gov/ftp/advi- 
sory/2003-3.doc). 

use 1818(b)(1). See National State Bank of Elizabeth, N.J. v. Long, 630 F.2d 981, 988-89 (3d Circuit Court of Ap¬ 
peals 1980) (confinning the OCC’s authority under 12 USC 484 to enforce an applicable state redlining statute). 
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requirement for such other affirmative action as the OCC determines is appropriate. Our record 
shows that we have been willing and able to use these remedies to protect customers and to ad¬ 
dress unfair, deceptive, or abusive practices when such situations occur. 

2. The OCC has ample resources to ensure that national bank customers are 
protected. 

The central feature of the OCC’s consumer compliance supervision is our on-site presence in the 
institutions we supervise. National ha nks and national ha nk operating subsidiaries are subject to a 
comprehensive, regular—in the case of large banks, continuous—program of supervision that is, 
as I have described, risk-focused and rigorous. 

Federal law requires that the OCC examine national banks at least once every 12 or 18 months, 
depending on the size of the bank.'^ Flowever, the largest national banks have on-site examina¬ 
tion teams conducting continuous examinations of all aspects of the ha nk ’s operations. In addi¬ 
tion, the OCC may at any time conduct targeted safety and soundness and compliance examina¬ 
tions. 

Our system of supervision applies to national ha nks and their operating subsidiaries. The OCC 
supervises national banks by business line, not according to corporate form, so the standards ap¬ 
plied in the course of that supervision are the same for national ha nks and their operating subsid¬ 
iaries. The book figures of a parent national ha nk and its operating subsidiaries are combined for 
purposes of applying statutory or regulatory limits, such as lending limits or dividend restrictions. 
The OCC reviews the institution’s policies and procedures in an effort to assess whether they 
adequately identify and address the risks the institution may face, given the nature and scope of 


12 use 1818(b)(6) 

See the following actions taken by the OCC under the FTC Act to address unfair or deceptive practices: In the Mat¬ 
ter of Clear Lake National Bank, San Antonio, Texas, Enforcement Action 2003-135 (required restitution of fees and 
interest for home equity loans); In the Matter of First Consumers National Bank, Beaverton, Oregon, Enforcement Ac¬ 
tion 2003-100 (required restitution of annual fees and overlimit fees for credit cards); In the Matter of Household Bank 
(SB), N.A., Las Vegas, Nevada, Enforcement Action 2003-17 (required restitution regarding private label credit cards); 
In the Matter of First National Bank in Brookings, Brookings, South Dakota, Enforcement Action 2003-1 (required res¬ 
titution regarding credit cards); In the Matter of First National Bank of Marin, Las Vegas, Nevada, Enforcement Action 
2001-97 (restitution regarding credit cards); and In the Matter of Direct Merchants Credit Card Bank, N.A., Scottsdale, 
Arizona, Enforcement Action 2001-24 (restitution regarding credit cards). See also the following actions taken by the 
OCC regarding payday lending activities of national banks: In the Matter of Peoples National Bank, Paris, Texas, 
Enforcement Action 2003-2; In the Matter of First National Bank in Brookings, Brookings, South Dakota, Enforcement 
Action 2003-1; In the Matter of Goleta National Bank, Goleta, California, Enforcement Action 2002-93; and In the 
Matter of Eagle National Bank, Upper Darby, Pennsylvania, Enforcement Action 2001-104. These orders can be found 
on the OCC’s Web site within the “Popular FOIA Requests” section at http://www.occ.treas.gov/foia/foiadocs.htm. 

12 use 1820(d)(1). The general rule requires examinations every 12 months. However, if a bank has less than $250 
million in assets and is in good condition, the OCC need only examine it at least once every 18 months. Id. section 
1820(d)(4). 
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its business. Finally, the OCC evaluates the adequacy of all elements of the institution’s business, 
including capital, earnings, assets, management, liquidity, sensitivity to market risk, and informa¬ 
tion systems. 

Through our safety and soundness and compliance examinations, the OCC reviews the adequacy 
of the bank’s policies, systems, and controls, relative to the character and complexity of the 
bank’s business and assesses whether the hank’s activities are being carried out in compliance 
with applicable laws and regulations. As part of these reviews, examiners typically sample trans¬ 
actions to assess the adequacy of the bank’s systems and controls. For example, as part of an asset 
quality review, the sample of loans will be reviewed to determine the quality of the loans, the 
adequacy and completeness of the information concerning the loan and the borrower, and whether 
the lending function is being carried out in compliance with applicable laws. 

Depending on the ha nk ’s risk profile and other supervisory information, examiners may target 
their reviews to a particular loan product, business line, or operating unit. For example, if the 
bank is engaging in significant new or expanded mortgage lending activities through an operating 
subsidiary, examiners normally would select a sample of those loans for review. Similarly, as part 
of our compliance reviews, examiners may select a sample of consumer loan or deposit products 
to verify that the bank’s systems and controls are adequate and that the ha nk is complying with 
applicable consumer protection laws and regulations. If the sampling process indicates potential 
issues, we will expand our reviews. The examination process is intended to provide a high level 
of assurance that each aspect of an institution’s business is conducted in compliance with appli¬ 
cable laws and on a safe and sound basis. Through this process, we are able to examine national 
banks and their operating subsidiaries for potentially abusive lending practices as well as compli¬ 
ance with the host of specific federal consumer protection requirements to which they are subject. 
Our compliance supervision is an integral part of our comprehensive, ongoing oversight of the 
national banking system. 

Today, the OCC supervises approximately 2100 national banks, together with their operating 
subsidiaries. Compliance and enforcement at the OCC are carried out through our corps of bank 
examiners and attorneys. We have nearly 1700 examiners in the field, hundreds of whom are 
involved in both safety and soundness and compliance supervision. Over 100 examiners through¬ 
out the country work exclusively on compliance supervision. We have over 300 examiners on site 
at our largest national banks, engaged in continuous supervision of all aspects of their operations. 
These resources are supplemented by dozens of attorneys in our district offices and Washington, 
D.C., who work on compliance matters. 

The employees in our Customer Assistance Group (CAG) located in Houston, Texas, further 
supplement these functions. The CAG provides direct assistance to customers of national banks 
and their subsidiaries to resolve individual complaints, ft also collates and disseminates complaint 
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data that help point our examiners toward banks, aetivities, and produets that require further 
investigation or transaetion testing through produet sampling. While the CAG is an important 
supplement to our eomplianee supervision fimetions, it is by no means all there is to it. 

It is important to note, by way of eomparison, based on data published by the Conferenee of 
State Bank Supervisors, state banking departments eolleetively supervise approximately 113,000 
entities, of whieh approximately 6,000 are eommereial banks.'® For all these entities, the states 
report that they have 2,308 examiners.'^ Thus, if one were to look only at eommereial banks and 
assume all state examiners were dedieated to eommereial bank supervision, OCC’s resourees ex¬ 
ceed those of the states on a per-supervised ha nk basis. But, in faet, state banking departments are 
responsible for many entities in addition to eommereial banks. These inelude, depending on the 
state, savings banks, thrifts, eredit unions, ha nk holding companies, mortgage ha nk ers and bro¬ 
kers, industrial loan companies, nonbank trust companies, money transmitters, consumer finance 
companies, other licensed lenders, payday lenders, title lenders, check cashers, pawnshops, bank¬ 
ers’ banks, securities brokers and dealers, and funeral parlors. Thus, on a per-supervised entity 
basis, the OCC has significantly more resources than do the states.'* This is exactly the opposite 
of what some critics of our regulations have suggested. These suggestions—that our resources 
are inadequate to enable the OCC to supervise compliance effectively or to fulfill the consumer 
protection aspect of our mission—are simply without foundation. 

3. The OCC welcomes opportunities to cooperate with states on issues pertaining 
to consumer protection. 

The OCC and the states have a long history of coordination and cooperation, which we wish to 
continue. Neither the preemption rule nor the revised visitorial powers rule results in the OCC 
taking over a vast domain of supervisory and enforcement activity currently being conducted 
by state authorities with respect to national banks. The rules do not effect the ability of states to 
engage in those activities, where authorized by federal law, e.g., securities, insurance, telemarket¬ 
ing, nor do the rules prevent state officials from applying and enforcing generally applicable state 
laws that do not attempt to control the content or conduct of national banks’ banking activities. 
Our jurisdiction over national banks and their subsidiaries does not deprive state regulators of a 
role in protecting consumers in their states. We welcome the opportunity to work cooperatively 
with them to further that goal. We have invited state authorities to refer consumer complaints con¬ 
cerning national ha nks to the OCC and to bring to our attention concerns that any national ha nk 
is engaged in unfair, deceptive, abusive or predatory practices. We have set up special procedures 
to handle and track referrals from state authorities. Unfortunately, we have received very little 
response to the overtures. 


A Profile of State Chartered Banking, Nineteenth Edition, 2002-2003, Conference of State Bank Supervisors. 
'’’Id. 

See attached chart. 
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The OCC and the states already eooperate extensively in many respeets, referring eonsumer 
eomplaints to the appropriate regulator of the entity generating the complaint, and we welcome 
additional opportunities to collaborate. Recently, the OCC issued a new advisory letter to national 
banks clarifying our expectations about how they should handle customer complaints that are 
forwarded to them from state agencies and departments.We took that opportunity to empha¬ 
size the importance of resolving consumer complaints fairly and expeditiously, regardless of the 
source of the complaint, and to remind ha nks that their complaint resolution processes are subject 
to review as part of our regular supervision of their compliance management programs. 

There may ultimately be some areas where we will have to agree to disagree, but I am confident 
that there are many more where we can agree that there are improvements that all of us can make 
in how consumer concerns are identified and resolved. We welcome the opportunity to have fur¬ 
ther dialogue to achieve those goals. 

V. CONCLUSION 

In conclusion, Mr. Chairman, the national banking system is sound, and its recent performance 
has been strong. It has successfully weathered the recent recession, and it is responding in dynam¬ 
ic fashion to the changes in the financial services marketplace. The OCC, too, is keenly focused 
on keeping pace with change—^by refining our own management practices, by improving the ap¬ 
proaches we use to supervise the industry, and by striving to ensure that national ha nks remain the 
safe and sound, competitive, and high integrity engines of our economy that they were designed 
to be. We look forward to working productively with you, with the members of this committee, 
and with state officials as we pursue our efforts to achieve that goal. 


’’ OCC Advisory Letter 2004-2, “Consumer Complaints Referred to National Banks from State Officials,” February 
26, 2004. 
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Statement of John D. Hawke, Jr., Comptroller of the Currency, 
before the U.S. Senate Committee on Banking, Housing and 
Urban Affairs, on federal preemption of state laws, Washington, 
D.C., April 7, 2004 

Statement required by 12 USC, section 470: The views expressed herein are those of the Office of 
the Comptroller of the Currency and do not necessarily represent the views of the President. 

I. Introduction 

Chairman Shelby, Ranking Member Sarbanes, and members of the eommittee, I appreeiate this 
opportunity to address the Offiee of the Comptroller of the Curreney’s (OCC’s) recent rulemak¬ 
ings pertaining to the applicability of state laws to national banks, federal preemption of state law 
is a subject that touches on fundamental characteristics of the national ha nk charter, fundamental 
responsibilities of the OCC, the essential attributes of this country’s dual banking system, and 
how the interests of customers are served by the national banking system and protected by the 
OCC. 

I welcome the opportunity to explain how our rules further the longstanding purposes of the 
national banking laws to ensure that national banks operate pursuant to a uniform set of nation¬ 
wide standards; how they reinforce and reaffirm the high standards of integrity and fair treatment 
of customers that we expect of national banks; and how they preserve the distinct roles of federal 
and state regulators that define our dual banking system. I should emphasize that these rules re¬ 
sulted from a process the OCC began in 2002, by discussing with consumer groups, members of 
Congress and their staffs, and industry groups, the need for regulations to codify well-established 
preemption precedents and clarify the regulations implementing the statute governing the OCC’s 
exclusive visitorial powers. The actions that we ultimately determined to take are grounded in the 
existing law, are not dramatic departures from existing preemption precedents and principles rec¬ 
ognized for federally chartered institutions, and were taken in accordance with established, formal 
rulemaking processes. 

In reviewing these rules, particularly as they affect state anti-predatory lending laws, it is impor¬ 
tant not to lose sight of three fundamental points: 

• National ha nks are highly regulated and closely supervised. There is no evidence that they are 
the source of predatory lending practices. 

• The OCC is committed to protecting customers of national banks; where problems have 
arisen, our track record shows that we will act to fix them. 

• We welcome opportunities to enhance information sharing and collaboration with the states to 
address customer complaints and consumer protection issues. 
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My written statement, which addresses these points in greater detail, covers four areas. I will 
begin by describing briefly what our new rules do, and, in order to address some confusion that 
exists, what they do not do. Second, I will describe the actions the OCC has taken to ensure that 
customers of national banks are not subject to unfair, deceptive, abusive or predatory practices. 
Next, I will explain the reasons why we issued these new regulations. Finally, my testimony will 
address the principal arguments that have been advanced by those who question these new rules. 

II. The OCC’s Regulations 

In January of this year, the OCC issued two final rules that address the applicability of state law 
to national banks. The first regulation, which follows the approach taken by the Office of Thrift 
Supervision (OTS) in its preemption regulations for federal savings associations, clarifies the 
extent to which the operations of national ha nk s are subject to certain state laws by codifying the 
principles announced in a number of judicial decisions and OCC interpretations, as well as in 
OTS regulations (the preemption rule). The second rule amended aspects of the OCC’s existing 
regulation concerning the OCC’s exclusive “visitorial powers” with respect to national ha nks (the 
visitorial powers rule). 

Increasingly in recent years, states—and even cities and counties—have enacted laws that at¬ 
tempt to constrain powers national ha nks are authorized to exercise under federal law. In addition 
to conflicting with federal authorities, these efforts have resulted in greater uncertainty about the 
standards applicable to national ha nks ’ operations, costly litigation to resolve that uncertainty, and 
in some respects, constriction of the availability of legitimate credit. One purpose of our regula¬ 
tions is to provide the clear guidance needed to ensure that national banks operate under uniform, 
predictable federal standards. A second—and equally important—goal was to ensure that the fed¬ 
eral standards under which national ha nks operate directly address and prevent abusive or preda¬ 
tory lending practices. I next describe each rule in turn. 

The Preemption Rule 

The preemption rule adds provisions to our regulations expressly addressing the applicability 
of certain types of state laws to national banks’ lending and deposit-taking activities. With re¬ 
gard to these activities, the preemption rule states the general principle that, except where made 
applicable by federal law, state laws do not apply to national ha nks if they “obstruct, impair, or 
condition” the ha nk ’s exercise of powers granted under federal law. The rules’ preamble makes 
very clear that these words are not designed to create a new standard of preemption, but rather to 
distill the various phrases the Supreme Court has used in its preemption decisions.! In the lending 
and deposit-taking areas, the preemption rule then lists certain types of state laws that are pre¬ 
empted by federal law and therefore are not applicable to national banks. In other words, the rule 
preempts the types of laws listed in the rule; other types of laws remain subject to case-by-case 
evaluation under established judicial standards. 
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For lending, examples of preempted laws include laws that restrict or prescribe the terms of 
credit, amortization schedules, permissible security property, escrow accounts, disclosure and 
advertising, and laws that require a state license as a condition of national ha nks ’ ability to make 
loans. For deposit-taking (in addition to laws dealing with disclosure requirements and licensing 
and registration requirements), the laws listed include laws that address abandoned and dormant 
accounts, checking accounts, and funds availability. In both areas, the listed types of laws either 
are preempted under longstanding, pre-existing OCC regulations, have been addressed in OCC 
preemption opinions, have been found to be preempted by the courts, or have been determined 
to be preempted by the OTS with respect to federal thrifts. Thus, they are the types of laws for 
which substantial precedent exists recognizing the interference they pose to the ability of feder¬ 
ally chartered institutions to operate under uniform federal standards. 

The preemption rule also contains two new provisions that expressly prohibit abusive or preda¬ 
tory lending practices. First, the rule prohibits national hank s from making any consumer loan 
based predominantly on the foreclosure or liquidation value of a borrower’s collateral, rather than 
on the borrower’s ability to repay the loan according to its terms. This anti-predatory lending 
standard applies uniformly to all consumer lending activities of national banks,' regardless of the 
location from which the ha nk conducts those activities or where its customers live. This standard 
strikes at the heart of predatory lending, namely lending practices that effectively swindle a hom¬ 
eowner out of his or her property. 

Second, the preemption rule provides that, in connection with any type of lending, national banks 
shall not engage in unfair and deceptive practices within the meaning of section 5 of the Federal 
Trade Co mm ission Act (FTC Act), which prohibits “unfair or deceptive acts or practices” in 
interstate commerce. We added an express reference to section 5 to our rule in response to com- 
menters who urged us to affirm that this federal standard applies to national banks. We viewed 
this addition as particularly appropriate in light of the fact that the OCC pioneered the use of sec¬ 
tion 5 as a basis for enforcement actions against hank s that have engaged in such conduct. 

It is important to emphasize that these new standards are comprehensive and they apply nation¬ 
wide, to all national banks. The rules apply strong protections for national ha nk customers in 
every state—including the majority of states that do not have their own anti-predatory lending 
standards. 

It also is important to emphasize several things that the preemption rule does not do. The final 
rule does not immunize national ha nk s from all state laws, and it does not preempt undiscrimi¬ 
nating laws of general applicability that form the legal infrastructure for conducting a banking 
or other business. Examples of laws that are not preempted are also identified in the preemption 
rule and include state laws on contracts, rights to collect debts, acquisition and transfer of prop- 


' 69 Federal Register 1904, 1910 (Jan. 13, 2004). 
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erty, taxation, zoning, crimes, and torts. The rule also does not disturb the status quo concerning 
preemption of state escheat and unclaimed property laws; rather, it reaffirms that preemption does 
not occur for those types of laws that the Supreme Court has found not to be preempted. ^In addi¬ 
tion, any other law that only incidentally affects national ha nk s’ exercise of their federally au¬ 
thorized powers to lend, take deposits, and engage in other federally authorized activities would 
not be preempted under the final rule. This distinction is solidly founded in decisions of the U.S. 
Supreme Court. 

The rule does not preempt anti-discrimination laws. There appears to have been some misunder¬ 
standing on this point, perhaps because some state predatory lending laws that actually seek to 
regulate loan terms have “fair lending” in their titles ^ The preemption rule, consistent with federal 
judicial precedents,'^ does not preempt laws prohibiting discrimination in lending. 

The rule has absolutely no effect on real estate brokerage. The rule neither enhances the ability of 
national banks to engage in real estate brokerage nor preempts state laws pertaining to real estate 
brokerage. National banks and their operating subsidiaries are not authorized to engage in the real 
estate brokerage business. The rule addresses certain types of state laws concerning real estate 
lending, not brokerage. Suggestions that the rule affects real estate brokerage activities are based 
on speculation about a combination of circumstances neither of which exists: (1) authorization of 
national ha nks and their operating subsidiaries to conduct real estate brokerage (they are not so 
authorized); and (2) an OCC rule preempting state real estate broker laws (there is no such rule).^ 

In fact, the preemption rule does not authorize any new national bank activities or powers. The 
rule does not address or affect activities authorized for financial subsidiaries. Nor does it impinge 
on the functional regulation framework for insurance and securities regulation established by 
Congress in the Gramm-Leach-Bliley Act. 


^ Anderson National Banks. Luckett, 321 U.S. 233 (1944). 

^ See, e.g., the Georgia Fair Lending Act, GA Code. Ann. §§ 7-6A-1 et seq., which does not address lending discrimina¬ 
tion. 

'* See, e.g., National State Bank v. Long, 630 F.2d 981 (U.S. Court of Appeals for the Third Circuit 1980) (New Jersey 
anti-redlining statute applicable to national banks); see also Peatros v. Bank of America NT&SA et al, 22 Cal 4th 147 
(2000) (where federal law otherwise provides in employment discrimination context, state anti-discrimination statute 
not necessarily preempted). 

^ Concerns about preemption of state real estate brokerage laws appear to be prompted not by the regulation the OCC 
has issued, but by the possibility that national banks could, in the future, be permitted to engage in real estate brokerage 
activities. Several years ago, the Board of Governors of the Federal Reserve System (Board) and the Department of the 
Treasury (Treasury) issued a proposal addressing whether real estate brokerage should be considered an activity that 
is “financial in nature” and thus permissible for financial holding companies and bank financial subsidiaries. See 66 
Federal Register 307 (January 3, 2001). The OCC’s preemption rule would not apply to real estate brokerage activities 
even if the joint proposal were ever to be finalized. The rule does not apply to national bank financial subsidiaries. Thus 
its provisions do not preempt any state laws—including state real estate brokerage laws—or financial subsidiaries. 
Moreover, the preemption rule could not apply even if the Board-Treasuiy proposal were finalized because the applica¬ 
bility of state law to financial subsidiaries is determined under a different standard, that is, the standard that Congress 
expressly established in Section 104 of the Gramm-Leach-Bliley Act. 12 USC 6701(d)(1). 
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Finally, the preemption rule makes no changes to the OCC’s rules governing the activities of op¬ 
erating subsidiaries. The OCC already has rules on the books imposing the same terms and condi¬ 
tions on national ha nks ’ activities whether they are conducted directly or through an operating 
subsidiary, except where federal law or regulation otherwise provide. By virtue of these pre-exist¬ 
ing regulations,* *’ the preemption rule has the same effect on national bank operating subsidiaries 
as it has on national banks. 

The Visitorial Powers Rule 

“Visitorial powers” is a term used to refer to the authority to examine, supervise, and regulate the 
affairs of a corporate entity. Under the National Bank Act, the OCC has exclusive visitorial pow¬ 
ers over national banks. Specifically, 12 USC 484 provides that “no national ha nk shall be subject 
to any visitorial powers except as authorized by federal law, vested in the courts of justice” or 
exercised by Congress or a committee of Congress.^ This provision dates from the earliest days of 
the national banking system and is integral to the overall scheme of the national banking system 
and the ability of national ha nks to conduct the business of banking subject to uniform, consistent 
standards and supervision, wherever in the nation they operate. 

Existing OCC regulations implement the visitorial powers statute by providing that state officials 
are not authorized to inspect, examine, or regulate national banks, except where another federal 
law authorizes them to do so.* The amendment to the visitorial powers rule clarifies that the scope 
of the OCC’s exclusive visitorial authority applies to the content and conduct of national ha nk 
activities authorized under federal law.^ In other words, the OCC is the exclusive supervisor of a 
national bank’s banking activities. The rule does not prevent state officials from enforcing state 
laws that do not pertain to a national hank’s banking activities, such as health and safety standards 
or criminal laws of general applicability.'® 

Another amendment to the existing rule also clarifies that the preservation of visitorial powers 
“vested in the courts of justice” does not grant state officials new authority, in addition to what¬ 
ever they may otherwise have, to use the court system to exercise visitorial powers over national 
banks. State attorneys general do not dispute that federal law prevents them from examining or 


‘’See 12 CFR sections 5.34 (operating subsidiaries subject to same “terms and conditions” as apply to the parent bank) 
and 7.4006 (applicability of state law to national banks). See also id. at section 34.1(b) (real estate lending rule applies 
to national bank operating subsidiaries). 

’ 12 USC 484. 

* 12 CFR 7.4000. 

^ 69 Federal Register 1895 (January 13, 2004). 

Moreover, the rule is fully consistent with the Riegle-Neal Act, which specifically provided that the provisions of any 
state law to which a branch of a national bank is subject under the Act "shall be enforced, with respect to such branch, 
by the Comptroller of the Currency. ” 12 USC 36(f)(1)(B). Thus, when state law is applicable to interstate branches of 
national banks, the OCC is required to enforce such laws. 
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taking actions directly against national banks, such as through cease-and-desist proceedings. 

What our revised rule says is that they may not use the courts to accomplish indirectly what they 
acknowledge the federal statute prohibits them from accomplishing directly." The visitorial pow¬ 
ers rule does not preclude states from seeking a declaratory judgment from a court as to whether a 
particular state law applies to the federally authorized business of a national bank. 

Finally, like the preemption rule, the amendments to the visitorial powers rule make no change to 
the treatment of operating subsidiaries. Thus, in accordance with previously adopted OCC regula¬ 
tions, states generally can exercise visitorial powers over operating subsidiaries only to the extent 
that they could exercise visitorial powers over a national bank. 

Some of the co mm ents we received during the rulemaking process and some reactions to the final 
rules characterize them as “radical” or “dramatic” departures from the status quo. That character¬ 
ization is simply incorrect. 

The standard used in the preemption rule encapsulates the standards that the U. S. Supreme Court 
has applied in preemption cases for well over 130 years. It is phrased in words—“obstruct, im¬ 
pair, or condition”—that are taken from those cases. We have emphasized that we are not creating 
a new test for the threshold of preemption. The types of state laws identified as preempted in the 
rule include types of laws that a federal court has previously held, or that the OCC has previously 
opined, are preempted, or that are already preempted under existing OCC regulations. The other 
types of laws listed as preempted are virtually the same as those listed in OTS regulations that 
have been on the books since 1996. The clarifications we have added to our existing visitorial 
powers rule reinforce the point that the statutory prohibition on the exercise of visitorial powers 
by authorities other than the OCC means what the text clearly says. No one other than the OCC 
is empowered to regulate or supervise the banking business of national banks unless federal law 
provides that authority, and the statutory prohibition cannot be defeated by resort to the courts to 
impose regulatory standards or sanctions that the statute forbids state authorities from imposing 
directly. 

What, then, has changed? What is different is that the legal conclusions that we have reached— 
and that have been reached in the context of comparable federally chartered institutions—in 
preexisting rules, in legal opinions, orders, and sometimes briefs in litigation, are now collected 
together in one place and codified in rules. Now, all national ha nk s can look to one source to 
identify specific and predictable standards to define their compliance responsibilities with regard 
to specified types of state laws. This is critically important if national banks are to be able to oper¬ 
ate efficiently and exercise fully the powers that federal law gives them. 


" See footnote 28 in Brief of Amici Curiae of 41 State Attorneys General in Support of Defendant, in Wachovia Bank, 
N.A. V. Watters, Civil Action No. 5:03CV0105, U.S. District Court for the Western District of Michigan, January 29, 
2004. 
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III. The OCC’s Commitment to Consumer Protection 

The OCC’s preemption rule both eontains an anti-predatory lending standard and reaffirms the 
applieability to national banks of the prohibition on unfair and deceptive practices that is con¬ 
tained in the FTC Act. The addition of these provisions to our lending rules reinforces the obliga¬ 
tions of national banks and their operating subsidiaries to treat their customers fairly and oper¬ 
ate pursuant to high standards of integrity. Moreover, it is a consistent outgrowth of a series of 
actions we have taken to deter abusive lending practices and insure fair treatment of national ha nk 
customers. 

It bears repeating that there is scant evidence that national ha nks and their operating subsidiaries 
are engaged in predatory practices. This conclusion is home out not only by our own supervisory 
experience, but also by an extensive study of predatory lending conducted by the Department of 
Housing and Urban Development (HUD) and the Treasury Department.'^ 

Moreover, in a brief submitted in support of an OTS rulemaking concerning preemption of state 
lending standards, 46 state attorneys general said that 

predatory lending abuses are largely confined to the subprime mortgage lending market 
and to non-depository institutions. Almost all of the leading subprime lenders are mortgage 
companies and finance companies, not banks or direct bank subsidiaries. * * * 

Recent major state Attorneys General and Federal Trade Commission enforcement actions and 
settlements targeting predatory lending activities have all involved state housing creditors— 
namely, non-bank finance companies—and not supervised depository institutions * * * 

The attorneys general are not aware of any similar actions relating to predatory mortgage lending 
directed against federal thrifts or national banks. 


A Treasury-HUD joint report issued in 2000 found that predatory lending practices in the subprime market are less 
likely to occur in lending by banks, thrifts, and credit unions that are subject to extensive oversight and regulation. . . 

. The subprime mortgage and finance companies that dominate mortgage lending in many low-income and minority 
communities, while subject to the same consumer protection laws, are not subject to as much federal oversight as their 
prime market counterparts—who are largely federally supervised banks, thrifts, and credit unions. The absence of such 
accountability may create an environment where predatory practices flourish because they are unlikely to be detected. 

Departments of Housing and Urban Development and the Treasury, “Curbing Predatory Home Mortgage Lending: A 
Joint Reporf’ 17-18 (June 2000), available at http://www.treas.gov/press/releases/report3076.htm. 

In addition, the report found that a significant source of abusive lending practices is non-regulated mortgage brokers 
and similar intermediaries who, because they “do not actually take on the credit risk of making the loan, . . . may be 
less concerned about the loan’s ultimate repayment, and more concerned with the fee income they earn from the trans¬ 
action.” Id. at 40. 

Brief for Amicus Curiae State Attorneys General, Nat 7 Home Equity Mortgage Tm ’n v. OTS, Civil Action No. 02- 
2506 (GK) (U.S. District Court for the District of Columbia) at 10-11, 12 (emphasis added). 
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All 50 state attorneys general reiterated this point in their eomment letter to the OCC on the pro¬ 
posal that preeeded our final preemption rule, saying: 

It is true that most eomplaints and state enforeement aetions involving mortgage lending 
praetiees have not been direeted at banks. However, most major subprime mortgage lend¬ 
ers are now subsidiaries of bank holding eompanies, (although not direct bank operating 
subsidiaries). 

It is important, in our view, that the attorneys general, who have been elear about their disagree¬ 
ment with our preemption rule, have not found national ha nks and their operating subsidiaries 
to be engaged in predatory lending to any diseemible degree. I mention the point here, by way 
of prefaee, in order to emphasize that the approaeh the OCC has taken to eombating predatory 
and abusive lending praetiees is tailored, appropriately, to the extent that the issue exists in the 
national banking system. 

The OCC’s Anti-Predatory Lending Standards 

The OCC is the first, and thus far the only, federal banking ageney to issue anti-predatory lending 
guidanee. Two advisory letters issued a year ago provide eomprehensive supervisory guidanee 
direeted at ensuring that national ha nks and their operating subsidiaries do not beeome involved 
in abusive or predatory mortgage lending praetiees.'^ 

The OCC’s supervisory guidanee details steps for national banks to take to ensure that they do not 
engage in sueh praetiees. The guidanee makes elear that national hank s should adopt polieies and 
proeedures to prevent predatory lending praetiees in direet lending and in transaetions involving 
brokers and purehased loans. Eaeh of the advisory letters expressly eovers national ha nks as well 
as their operating subsidiaries. 

Signifieantly, AL 2003-2 provides that bank polieies and proeedures on direet lending should 
refleet the degree of eare that is appropriate to the risk of a partieular transaetion. In some eases, 
this will entail making the determination that a loan is reasonably likely to meet the borrower’s 
individual fmaneial eireumstanees and needs. We also emphasize that if the OCC has evidenee 
that a national ha nk or its operating subsidiary has engaged in abusive lending praetiees, we will 
review those praetiees, not only to determine whether they violate speeifie provisions of law sueh 
as the Home Ownership and Equity Proteetion Aet of 1994 (HOEPA), the Fair Housing Aet, or 
the Equal Credit Opportunity Aet, but also to determine whether they involve unfair or deeep- 


National Association of Attorneys General, Comment Letter Re: Docket No. 03-16 (dated Oct. 6, 2003) at 10 (em¬ 
phasis added). 

See OCC Advisory Letter 2003-2, “Guidelines for National Banks to Guard Against Predatory and Abusive Lending 
Practices,” February 18, 2003; OCC Advisory Letter 2003-3, “Avoiding Predatory and Abusive Lending Practices in 
Brokered and Purchased Loans,” February 18, 2003. 
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tive practices that violate the FTC Act. Indeed, several practices that we identify as abusive in 
our standards—such as equity stripping, loan flipping, and the refinancing of special subsidized 
mortgage loans that originally contained terms favorable to the borrower—could well be found to 
be unfair practices that violate the FTC Act. 

We issued our second advisory, AL 2003-3, to address concerns that have been raised about the 
all-too-common link between predatory lending and nonregulated lending intermediaries and 
to address the risk that a national bank could indirectly facilitate predatory lending through the 
purchase of loans and mortgage-backed securities and in connection with broker transactions. Our 
guidance stresses that national hank s need to perform adequate due diligence prior to entering 
into any relationships with loan brokers, third-party loan originators, and the issuers of mortgage- 
backed securities, to ensure that the bank does not do business with companies that fail to employ 
appropriate safeguards against predatory lending in connection with loans they arrange, sell, or 
pool for securitization. We also advise national banks to take specific steps to address the risk 
of fraud and deception in brokered loan transactions relating to broker-imposed fees and other 
broker compensation vehicles. 

The OCC’s Examination and Supervisory Processes 

The OCC conducts comprehensive examinations of a national ha nk ’s business, including its 
adherence to safe and sound banking practices and its compliance with several dozen federal 
consumer protection laws. Through a network of examiners located throughout the United States, 
we monitor conditions and trends, both in individual banks and in the national banking system as 
a whole. Our supervisory activities focus on the risks as identified by our supervisory monitor¬ 
ing tools and subject matter experts. Federal law requires that the OCC examine national ha nks 
at least once every 12 or 18 months, depending on the size and condition of the bank.'® However, 
the largest national ha nks have on-site examination teams conducting continuous examinations of 
all aspects of the ha nk ’s operations. In addition, the OCC may at any time conduct targeted safety 
and soundness and compliance examinations. 

This system of supervision applies to national banks and their operating subsidiaries. The OCC 
supervises national banks by business line, not according to corporate form, so the standards ap¬ 
plied in the course of that supervision are the same for national ha nks and their operating subsid¬ 
iaries. The book figures of a parent national ha nk and its operating subsidiaries are combined for 
purposes of applying statutory or regulatory limits, such as lending limits or dividend restrictions. 
The OCC reviews the institution’s policies and procedures in an effort to assess whether they 
adequately identify and address the risks the institution may face, given the nature and scope of 


12 use 1820(d)(1). The general rule requires examinations every 12 months. However, if a bank has less than $250 
million in assets and is in good condition, the OCC need only examine it at least once every 18 months. Id. section 
1820(d)(4). 
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its business. Finally, the OCC evaluates the adequacy of all elements of the institution’s business, 
including capital, earnings, assets, management, liquidity, sensitivity to market risk, and informa¬ 
tion systems. 

Through our safety and soundness and compliance examinations, the OCC reviews the adequacy 
of the bank’s policies, systems, and controls, relative to the character and complexity of the 
bank’s business and assesses whether the hank’s activities are being carried out in compliance 
with applicable laws and regulations. As part of these reviews, examiners typically sample trans¬ 
actions to assess the adequacy of the bank’s systems and controls. For example, as part of an asset 
quality review, the sample of loans will be reviewed to determine the quality of the loans, the 
adequacy and completeness of the information concerning the loan and the borrower, and whether 
the lending function is being carried out in compliance with applicable laws. 

Depending on the ha nk ’s risk profile and other supervisory information, examiners may target 
their reviews to a particular loan product, business line, or operating unit. For example, if the 
bank is engaging in significant new or expanded mortgage lending activities through an operating 
subsidiary, examiners normally would select a sample of those loans for review. Similarly, as part 
of our compliance reviews, examiners may select a sample of consumer loan or deposit products 
to verify that the bank’s systems and controls are adequate and that the ha nk is complying with 
applicable consumer protection laws and regulations. If the sampling process indicates potential 
issues, we will expand our reviews as appropriate. The examination process is intended to provide 
a high level of assurance that each aspect of an institution’s business is conducted in compliance 
with applicable laws and on a safe and sound basis. Through this process, we are able to examine 
national ha nks and their operating subsidiaries for potentially abusive lending practices as well as 
compliance with the host of specific federal consumer protection requirements to which they are 
subject. Our compliance supervision is an integral part of our comprehensive, ongoing over¬ 
sight of the national banking system. 

Today, the OCC supervises approximately 2100 national banks, together with their operating 
subsidiaries. Compliance and enforcement at the OCC are carried out through our corps of bank 
examiners and attorneys. We have nearly 1700 examiners in the field, hundreds of whom are 


Federal consumer protection laws and regulations that apply to national banks and to national bank operating subsid¬ 
iaries include: the Federal Trade Commission Act; Truth in Lending Act; Flome Ownership and Equity Protection Act; 
Fair Flousing Act; Equal Credit Opportunity Act; Real Estate Settlement Procedures Act; Community Reinvestment 
Act; Truth in Savings Act; Electronic Fund Transfer Act; Expedited Funds Availability Act; Flood Disaster Protec¬ 
tion Act; Home Mortgage Disclosure Act; Fair Housing Home Loan Data System; Credit Practices Rule; Fair Credit 
Reporting Act; federal privacy laws; Fair Debt Collection Practices Act; the new OCC anti-predatory lending rules in 
12 CFR parts 7 and 34; OCC rules imposing consumer protections in connection with the sales of debt cancellation and 
suspension agreements; OCC standards on unfair and deceptive practices (http://www.occ.treas.gov/ftp/advisory/2002- 
3.doc); and OCC standards on preventing predatory and abusive practices in direct lending and brokered and purchased 
loan transactions (http://www.occ.treas.gov/ftp/advisory/2003-2.doc and http://www.occ.treas.gov/ftp/advisory/2003- 
3.doc). 


78 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 



SPEECHES AND CONGRESSIONAL TESTIMONY 


involved in both safety and soundness and compliance supervision. Over 100 examiners through¬ 
out the country work exclusively on compliance supervision. We have over 300 examiners on site 
at our largest national banks, engaged in continuous supervision of all aspects of their operations. 
These resources are supplemented by dozens of attorneys in our district offices and Washington, 
D.C., who work on compliance matters. 

The 40 employees in our Customer Assistance Group (CAG) located in Houston, Texas, further 
supplement these functions. The CAG provides direct assistance to customers of national banks 
and their subsidiaries to resolve individual complaints. It also collates and disseminates complaint 
data that help point our examiners toward banks, activities, and products that require further 
investigation or transaction testing through product sampling. While the CAG is an important 
supplement to our compliance supervision functions, it is by no means all there is to it. 

By way of comparison, based on data published by the Conference of State Bank Supervisors, 
state banking departments collectively supervise approximately 113,000 entities, of which ap¬ 
proximately 6,000 are commercial banks.'* For all these entities, the states report that they have 
2,308 examiners.'® Thus, if one were to look only at commercial banks and assume all state 
examiners were dedicated to commercial bank supervision, OCC’s resources exceed those of the 
states on a per-supervised ha nk basis. But, in fact, state banking departments are responsible for 
many entities in addition to commercial banks. These include, depending on the state, savings 
banks, thrifts, ha nk holding companies, mortgage ha nk ers and brokers, industrial loan companies, 
nonhank trust companies, money transmitters, consumer finance companies, other licensed lend¬ 
ers, payday lenders, title lenders, check cashers, pawnshops, bankers’ banks, securities brokers 
and dealers, and funeral parlors. Thus, on a per-supervised entity basis, the OCC has significantly 
more resources than do the states. This is exactly the opposite of what some critics of our regula¬ 
tions have suggested. These suggestions—that our resources are inadequate to enable the OCC to 
supervise compliance effectively or to fulfdl the consumer protection aspect of our mission—are 
without foundation. 

Moreover, we continue to act on our strong commitment to preventing abusive or predatory 
lending practices in the national banking system and ensuring that the institutions we supervise 
adhere to high standards of customer service, integrity. Recently, for example, the OCC issued a 
new advisory letter to national ha nks clarifying our expectations about how they should handle 
customer complaints that are forwarded to them from state agencies and departments.^" We 
took that opportunity to emphasize the importance of resolving consumer complaints fairly and 


“A Profile of State Chartered Banking, Nineteenth Edition, 2002-2003,” Conference of State Bank Supervisors. 

’’ Id. See attached chart. 

OCC Advisory Letter 2004-2, “Consumer Complaints Referred to National Banks from State Officials,” February 26, 
2004. 
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expeditiously, regardless of the souree of the eomplaint, and to remind hank s that their eomplaint 
resolution proeesses are subjeet to review as part of our regular supervision of their eomplianee 
management programs. 

If, as a result of our examination or supervisory proeesses, or upon investigation of referrals or 
eomplaints, we find abusive praetiees in a partieular institution, we take aetion to stop them. As I 
next deseribe, the OCC has a wide array of effeetive enforeement tools that we ean use to do so. 

The OCC’s Enforcement Program 

Seetion 8 of the Federal Deposit Insuranee Aet gives the OCC broad powers to eompel eompli¬ 
anee with any “law, rule, or regulation.” This ineludes the ability to issue eease-and-desist orders 
when the OCC determines that a national bank or its operating subsidiary has violated any appli- 
eable federal law or regulation or any applieable state law or regulation.^' In an appropriate ease, 
the eease and desist order may inelude restitution or a requirement for such other affirmative ac¬ 
tion as the OCC determines is appropriate.^^ Our record shows that we have been willing and able 
to use these remedies to protect customers and to address unfair, deceptive, or abusive practices 
when such situations occur. 

The OCC was the first federal banking agency to take enforcement action against an institution it 
supervises for violations of section 5 of the FTC Act. In a groundbreaking case, the OCC asserted 
section 5 of the FTC Act as a basis for seeking a cease-and-desist order, as well as affirmative 
remedies, against Providian National Bank.^^ The ha nk ’s settlement of that matter with the OCC 
required that it pay over $300 million in restitution to customers who had been the victims of 
unscrupulous marketing practices in connection with its “credit protection” program. Restitution 
through this single action was available to thousands of the bank’s customers, nationwide. 

• We have continued to bring actions based on violations of section 5 of the FTC Act where 
practices warrant. We have obtained millions of dollars in restitution for national ha nk cus¬ 
tomers in cases including: 

In the Matter of Clear Lake National Bank, San Antonio, Texas, Enforcement Action 
2003-135 (required restitution of fees, finance charges, and interest re so-called “tax lien 
loans”). 


^'12 use 1818(b)(1). See National State Bank of Elizabeth, N.J. v. Long, 630 F.2d 981, 988-89 (U.S. Court of Appeals 
for the 3rd Circuit 1980) (confirming the OCC’s authority under 12 USC 484 to enforce an applicable state redlining 
statute). 

22 12 USC 1818(b)(6). 

22 In the Matter of Providian National Bank, Tilton, New Hampshire (June 28, 2000). See also Agreement By and Be¬ 
tween First National Bank, Ft. Pierre, South Dakota and the OCC (July 18, 2002) (fonnal agreement requiring national 
bank to cease violations of section 5 of the FTC Act in connection with the solicitation of credit cards). 
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In the Matter of First Consumers National Bank, Beaverton, Oregon, Enforcement Action 
2003-100 (required restitution of annual fees and overlimit fees for credit cards). 

In the Matter of Household Bank (SB), National Association, Las Vegas, NV, Enforcement 
Action 2003-17 (required restitution re private label credit cards).^'^ 

In the Matter of First National Bank in Brookings, Brookings, South Dakota, 

Enforcement Action 2003-1 (restitution re: credit cards). 

In the Matter of First National Bank of Marin, Las Vegas NV, Enforcement Action 2001 - 
97 (restitution re: credit cards). 

In the Matter of Direct Merchants National Bank, Scottsdale, AZ, Enforcement Action 
2001-24 (restitution re: credit cards). 

• We have moved aggressively against national banks engaged in payday lending programs 
that involved consumer abuses as well as practices inconsistent with safety and soundness. 
Specifically, we concluded the following four enforcement actions against national ha nks that 
had entered into contracts with payday lenders for loan originations, in each case ordering the 
bank to terminate the relationship with the payday lender: 

In the Matter of Peoples National Bank, Paris, Texas, Enforcement Action 2003-2. We 
also assessed civil money penalties against Peoples National Bank in this matter for vio¬ 
lating federal consumer protection statutes. 

In the Matter of First National Bank in Brookings, Brookings, South Dakota, Enforcement 
Action 2003-1 (as noted previously, we also ordered restitution in this action). 

In the Matter of Goleta National Bank, Goleta, California, Enforcement Action 200-93. 
We also assessed civil money penalties against Goleta National Ra nk in this matter for 
violating federal consumer protection statutes. 

In the Matter of Eagle National Bank, Upper Darby, Pennsylvania, Enforcement Action 
2001-104. 


In an action brought by the State of Arizona against this bank, among others, a state court recently observed that the 
restitution and remedial action that had been ordered by the OCC against the bank was “comprehensive and signifi¬ 
cantly broader in scope that that available through [the] State court proceedings.” State of Arizona v. Hispanic Air 
Conditioning and Heating, Inc., CV 2000-003625, Ruling at 27 (Aug. 25, 2003) (Superior Court of Arizona, Maricopa 
County). 
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The OCC is authorized to take the same enforeement aetions and order the same remedies against 
national ha nk operating subsidiaries as we ean against national banks. 

The following are examples of enforeement aetions we have taken where the basis for the aetion 
or the remedy ordered, or both, involved a national hank operating subsidiary: 

• NationsBank, N.A., Charlotte, NC (now kn own as Ba nk of Ameriea, N.A.) The OCC as¬ 
sessed a $750,000 eivil money penalty against NationsBank for unsafe or unsound praetiees 
at NationsSeeurities, Ine., an operating subsidiary, relating to the sale of nondeposit produets 
to eustomers. The OCC determined that NationsSeeurities violated a eondition of the OCC’s 
approval of NationsBank’s operating subsidiary notiee. The eondition related to providing ap¬ 
propriate diselosure to eustomers eoneeming the uninsured nature of the nondeposit produets 
being sold and the relationship of the involved entities to the produets. 

• Advanta National Bank, Philadelphia, PA. The OCC issued a consent cease- and-desist action 
and two formal agreements to address numerous violations of law and unsafe and unsound 
banking practices conducted through the bank’s mortgage lending subsidiary, and to require 
the disposition of the ha nk ’s mortgage lending operation. 

• Household Bank (SB), N.A., Las Vegas, NV. The OCC issued a formal agreement against the 
bank requiring restitution to be paid to customers for unsafe or unsound practices and viola¬ 
tions of consumer laws by the bank’s retail services operating subsidiary in connection with 
solicitation and remediation of customers’ complaints concerning the ha nk ’s credit cards. 

• First Consumers National Bank, Beaverton, Oregon. The OCC issued a consent order in May 
2002 against the ha nk requiring it to review all transactions with its affdiates and subsidiaries 
and to obtain any restitution owed to the ha nk from such entities, including a securitization 
operating subsidiary, resulting from violations of affiliate transaction laws and unsafe/un¬ 
sound contracts. The OCC also required the bank (and, consequently, its subsidiary) to liqui¬ 
date. 

The national banking system today is safe and sound, and the operations of national ha nk s reflect 
high standards. We are committed to assuring that this is always the case. In those exceptional 
cases where those standards are not met, we have the legal authority, the resources, and the com¬ 
mitment necessary to pursue appropriate sanctions and remedies. 

Finally, as I noted early on in this statement, the preemption regulation that we adopted is sub¬ 
stantially identical to the preemption regulations of the OTS that have been applicable to federal 
thrifts for a number of years. It does not appear from public commentary—nor have state officials 
indicated—^that OTS preemption regulations have undermined the protection of customers of 
federal thrifts. There is no reason to expect that the results will be different for the customers of 
national banks. 
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IV. The OCC’s Reasons for Adopting the Regulations 

Precedents of the Supreme Court dating back to 1869 have addressed preemption in the context of 
national banks and have consistently and repeatedly recognized that national banks were designed 
by Congress to operate, throughout the nation, under uniform, federally set standards of banking 
operations. As a result, there is an extensive body of federal court precedents that reiterate and 
apply preemption principles to a variety of different types of state laws.^^ Yet, ha nks increasingly 
have been forced to litigate—sometimes repeatedly on the same issue—to clarify the applicabil¬ 
ity of specific types of state laws, and the OCC has issued separate legal opinions that address the 
applicability of state law. As national hank s operate in an increasingly complex and multi-state 
environment, the shortcomings of this expensive and time-consuming case-by-case approach 
have become increasingly apparent. In addition, the financial and opportunity costs to banks of 
a case-by-case approach may be significant—especially where litigation becomes necessary to 
establish clear standards. 

Rather than continuing to address preemption issues on a piecemeal basis, the preemption rules 
address them collectively—by clarifying and codifying prior judicial and OCC interpretations 
based on long-established constitutional principles—to provide clear ground rules for national 
banks concerning the applicability of specified types of state laws. 

The changing financial services marketplace 

As explained in the preamble to the preemption rule, markets for credit, deposits, and many other 
financial products and services are now national, if not international, in scope, as a result of sig¬ 
nificant changes in the financial services marketplace, particularly in the last 20 years. Now, more 
than ever before, the imposition of an overlay of 50 state and an indeterminate number of local 
standards and requirements on top of the federal requirements and OCC supervisory standards 
to which national banks already are subject has costly consequences that can materially affect a 
national bank’s ability to serve its customers. 

The changes we see in the market for financial services are the result of a combination of fac¬ 
tors, including technological irmovations, the erosion of legal barriers, and an increasingly mobile 
society. 


See, e.g., Bank of America v. City & County of San Francisco, 309 F.3d 551 (U.S. Court of Appeals for the Ninth 
Circuit 2002), cert, denied, 123 S. Ct. 2220, 2003 U.S. LEXIS 4253 (May 27, 2003) (the National Bank Act and OCC 
regulations together preempt conflicting state limitations on the authority of national banks to collect fees for the provi¬ 
sion of electronic services through ATMs; municipal ordinances prohibiting such fees are invalid under the Supremacy 
Clause); Wells Fargo Bank, Texas, N.A. v. James, 321 F.3d 488 (U.S. Court of Appeals for the Fifth Circuit 2003) 

(Texas statute prohibiting certain check cashing fees is preempted by the National Bank Act); Metrobanky. Foster, 193 
F. Supp. 2d 1156 (U.S. District Court for the Southern District of Iowa 2002) (national bank authority to charge fees for 
ATM use preempted Iowa prohibition on such fees). See also Bank One, Utah v. Guttau, 190 F.3d 844 (U.S. Court of 
Appeals for the Eighth Circuit 1999), cert, denied sub nom Foster v. Bank One, Utah, 529 U.S. 1087 (2000) (holding 
that federal law preempted Iowa restrictions on ATM operation, location, and advertising). 
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Technology has expanded the potential availability of credit and made possible virtually instan¬ 
taneous credit decisions. Mortgage financing that once took weeks, for example, now can take 
only hours, with customers located throughout the nation obtaining mortgages based on sophis¬ 
ticated credit-scoring derived from centralized credit underwriting facilities. Consumer credit 
can be obtained at the point of sale at retailers and even when buying a major item such as a car. 
Consumers can shop for investment products and deposits on-line, from providers whose location 
may well be irrelevant. With respect to deposits, consumers can compare rates and duration of a 
variety of deposit products offered by financial institutions located far from where the consumer 
resides. 

Changes in applicable law also have contributed to the expansion of markets for national ha nks 
and their operating subsidiaries. These changes have affected both the type of products that may 
be offered and the geographic region in which banks—large and small—may conduct business. 
As a result of these changes, banks may branch across state lines and offer a broader array of 
products than ever before. An even wider range of customers can be reached through the use of 
technology, including the Internet. Community national banks, as well as the largest national 
banks, reach customers across state lines and use new technologies to expand their reach and 
service to customers. 

Our modem society is also highly mobile. Forty million Americans move annually, according to 
a recent congressional report issued in connection with enactment of the Fair and Accurate Credit 
Transactions Act of 2003.^® And when they move, they often have the desire, if not the expecta¬ 
tion, that the financial relationships and status they have established will be portable and will 
remain consistent. 

These developments highlight the significance of being able to conduct a banking business pursu¬ 
ant to consistent, national standards, regardless of the location of a customer when he or she first 
becomes a ha nk customer or the location to which the customer may move after becoming a bank 
customer. They also accentuate the costs and interference that diverse and potentially conflicting 
state and local laws have on the ability of national banks to operate under the powers granted by 
their federal charter. 

When national ha nks are unable to operate under uniform, consistent, and predictable standards, 
their business suffers, and their customers may face higher costs or more limited product offer¬ 
ings—or both—as a result. The application of multiple, often unpredictable, different state or 
local restrictions and requirements prevents them from operating in the ma nn er authorized under 
federal law, is costly and burdensome, interferes with their ability to plan their business and 
manage their risks, and subjects them to uncertain liabilities and potential financial exposure. In 
some cases, this deters them from making certain products available in certain jurisdictions. As 


See S. Rep. No. 108-166, at 10 (2003) (quoting the hearing testimony of Secretary of the Treasury Snow). 
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was recently observed by Federal Reserve Board Chairman Alan Greenspan, “increased costs 
resulting from restrictions that differ based on geography, may lead to an increase in the price or 
a reduction in the availability of credit, as well as a reduction in the optimal sharing of risk and 
reward.”^’ 

It has been suggested that the ability to do business in multiple states, under uniform, consistent 
and predictable standards, primarily benefits the largest banks. In fact, for community and inter¬ 
mediate-sized ba nks with customers in multiple jurisdictions, this attribute of the national bank 
charter may have even more practical significance than for a “megabank.” Take, for example, a 
community bank with customers in a multi-state metropolitan area like New York or Philadelphia 
or Washington, D.C.; or a community ha nk with customers in a compact multi-state region, such 
as New England; or any state-based ha nk in a state in which cities or municipalities enact unique 
local requirements for ha nk operations. Community and intermediate-sized regional ha nks have a 
smaller base of operations, e.g., a smaller number of loans, over which they are able to spread the 
overhead costs of legal staff, compliance staff, technology, and printing costs necessary to comply 
with multiple state (and potentially local) requirements. This drives up their costs and detracts 
from their ability to compete effectively with larger ha nks that have a bigger base of operations 
over which to apply overhead costs. This, in turn, serves as a disincentive for those hank s to incur 
still more costs by expanding service to customers in a new state. Ultimately, the inability to com¬ 
pete on a cost-effective basis can be a factor that contributes to management decisions to merge or 
be acquired by a larger institution. 

As we have learned from our experience supervising national banks, from the inquiries we have 
received, by the extent of litigation in recent years over these state efforts, and by the comments 
we received during our rulemakings, national ha nk s’ ability to conduct operations to the full 
extent authorized by federal law has been impaired as a result of increasing efforts by states and 
localities to apply state and local laws to national banks. For example, co mm enters on our pro¬ 
posal to adopt the preemption rule noted that the variety of state and local laws that have been 
enacted in recent years—including laws regulating fees, disclosures, conditions on lending, and 
licensing—have created higher costs, increased risks, and operational impediments.^* Other com- 
menters noted the proliferation of state and local predatory lending laws and the impact that those 
laws are having on lending in the affected jurisdictions. As a result, national ha nks must absorb 
the costs, pass the costs on to consumers, or simply curtail lending in jurisdictions where the costs 


Letter of February 28, 2003, from Alan Greenspan, Chairman, Board of Governors of the Federal Reserve System, to 
The Honorable Ruben Hinojosa (cited by Congressman Hinojosa on November 21, 2003, during House debate on the 
Conference Report to accompany H.R. 2622 (Conference Report 108-396)). 

Illustrative of comments along these lines were those of banks who noted that various state laws would result in the 
following costs: (a) approximately $44 million in start-up costs incurred by six banks as a result of a recently enacted 
California law mandating a minimum payment warning; (b) 250 programming days required to change one of several 
computer systems that needed to be changed to comply with anti-predatory lending laws enacted in three states and the 
District of Columbia; and (c) $7.1 million in costs a bank would incur as a result of complying with mandated annual 
statements to credit card customers. 
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are prohibitive or risks are imprudent. Commenters noted that this result oecurs even in situations 
where a ha nk eoneludes that a law is preempted, simply so that the hank may avoid litigation 
eosts or antieipated reputational injury. 

Even the efforts of a single state to regulate the operations of a national ha nk operating only with¬ 
in that state ean have a detrimental effeet on that ha nk ’s operations and consumers. For example, 
the impact of particular state laws on the mortgage market and credit availability is discussed in 
detail below. 

Access to the secondary mortgage markets 

The continuing uncertainty about the applicability of state laws has already affected national 
banks’ ability to lend in certain markets and to access the secondary market, a curtailment of their 
business that is inconsistent with their federally authorized powers and that has the potential to 
adversely affect credit availability as well as detract from the ha nks ’ financial position. 

The trend at the state and local levels toward enacting legislation that seeks to impose costly and 
inconsistent compliance burdens on national ha nks has accelerated in recent years. These laws are 
well-intentioned but nonetheless curtail national banks’ ability to conduct operations to the full 
extent authorized by federal law and can disrupt credit delivery systems. 

For example, in recent years, various states and localities have enacted predatory lending laws, 
each employing a combination of standards that differs in some respects from the others, but each 
typically singling out loan product features and either barring loans with those features or impos¬ 
ing requirements that make it very costly for lenders to offer them. The goals of these laws—to 
eliminate predatory and abusive mortgage lending practices—are laudable and we strongly sup¬ 
port their objectives. As I have repeatedly said, predatory and abusive practices have no place in 
the national banking system, and, as I have shown, we will take vigorous action to assure that this 
is the case. 

However, these state and local law approaches can have the effect of banning subprime loans 
based on certain loan terms. They generally prohibit certain mortgage loan terms and impose 
extra compliance obligations when certain other loan terms or conditions are present. They in¬ 
troduce new standards for subprime lending that are untested, sometimes vague, often complex, 
and different from established federal requirements. They also create new potential liabilities 
and penalties for any lender who missteps in its efforts to comply with those new standards and 
restrictions. These laws materially increase a bank’s costs and compliance and reputation risks, 
especially in connection with risk-based pricing to the subprime market. 

It is important to understand that this approach, while intended to stop abusive practices, also can 
work to constrain legitimate risk-priced lending to credit-worthy subprime borrowers. Fike any 
state regulator, the OCC is dedicated to ensuring that the institutions we supervise are not en¬ 
gaged in abusive or predatory lending practices. However, our approach is to focus on preventing 


86 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 


SPEECHES AND CONGRESSIONAL TESTIMONY 


those practices, not on banning or restricting specified loan products or terms in the absence of 
evidence of abusive, predatory, unfair, or deceptive practices. 

Often, state and local predatory lending laws that have such a product- rather than practice-fo¬ 
cus have created uncertainties that adversely affect ha nks ability to access the secondary market 
for legitimate, risk-priced mortgage loans. When a ha nk is able to sell a loan on a cost-effective 
basis to Fannie Mae or Freddie Mac, or obtains a rating for a pool of loans that it “securitizes” 
and sells to investors, the bank is able to liquify its loans and redeploy capital to make additional 
loans available. If Fannie or Freddie are unwilling to purchase loans made in jurisdictions with 
specialized predatory lending restrictions and potential liabilities, the funds ha nks have available 
to make additional credit available are diminished. Similarly, if a bank is unable to obtain a rat¬ 
ing from Standard and Poors’ (S&P), Moody’s Investors Services, or Fitch Ratings, it will not be 
able to securitize its loans on a cost-effective basis and redeploy capital to make additional credit 
available. In other words, localized and state-based restrictions on loan terms substantially affect 
the marketability of such loans, and that, in turn, affects overall credit availability. 

Fannie Mae and Freddie Mac have both issued policies concerning their willingness to purchase 
residential mortgage loans subject to various state predatory lending laws. Fannie Mae and Fred¬ 
die Mac will not purchase high-cost home loans from Arkansas, Georgia, Kentucky, Illinois, 
Maine, Nevada, New Jersey, New Mexico, New York, and Oklahoma. 

S&P, Moody’s, and Fitch have also issued policies concerning the inclusion of high-cost loans 
from jurisdictions with predatory lending laws in structured finance transactions.Under these 
policies, the rating agencies generally will not rate residential mortgage-backed securities 
(RMBS) structured finance transactions containing loans that carry unquantifiable assignee liabil¬ 
ity. Therefore, high-cost loans originated in states with anti-predatory lending laws providing for 
uncapped or unascertainable assignee liability must generally be excluded from a securitization in 
order for the transaction to be rated.^' 


It is important to note that many legitimate, risk-priced mortgage loans would be considered “high cost home loans” 
under some state anti-predatory lending laws. For example, a “high cost” home loan under Georgia’s anti-predatory 
lending law includes mortgages that have total points and fees exceeding 5 percent of the loan amount if the mortgage 
is $20,000 or more. On a $30,000 mortgage, this would mean any loan with origination fees of more than $1,500 would 
be considered “high cost.” According to the Mortgage Bankers Association’s 2002 Cost Study, the average cost to origi¬ 
nate a mortgage in 2001 was $1,744. 

See Standard & Poor’s, “Evaluating Predatory Lending Laws: Standard & Poors Explains its Approach” (April 15, 
2003); Moody’s Investor Services, “Impact of Predatory Lending Laws on RMBS Securitizations” (May 6, 2003); and 
Fitch Press Release, “Fitch Revises its Rating Criteria in the Wake of Predatory Lending Legislation” (May 1, 2003). 

See, e.g., “Standard & Poor’s Pennits Additional New Jersey Mortgage Loans Into Rated SF Transactions” (Novem¬ 
ber 25, 2003) (“Standard & Poor’s will continue to exclude High-Cost Home Loans because of the potential for un¬ 
capped statutory and punitive damages.”); and Mortgage Bankers Association Industry News, “Fitch Ratings Addresses 
New Mexico Predatory Lending Legislation” (January 15, 2004)(“Since a lender or assignee of any ‘high-cost home 
loan’ may be subject to unlimited liability under the Act, Fitch will not rate RMBS transactions containing high-cost 
home loans originated in New Mexico as of Jan.l, 2004.”) . 
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S&P and Fitch will rate securitizations containing loans originated in states with anti-predatory 
lending laws that provide for limited, or quantifiable, assignee liability, but only subject to addi¬ 
tional credit enhancements and additional representations and warranties. Lenders doing business 
in the states discussed below face the following additional secondary market constraints: 

• Arkansas, Georgia, Illinois, Maine, Nevada, New York, Oklahoma, North Carolina, and 
South Carolina. In these states, S&P generally requires that sellers provide representations 
and warranties that the loans were originated in compliance with all applicable laws and that 
their compliance procedures effectively identify high-cost home loans and determine that the 
loans do not violate predatory lending laws. Further, S&P requires that the provider of these 
representations and warranties be sufficiently creditworthy to purchase any loans that are 

in violation and cover any contingent liability associated with securitizing high-cost home 
loans.Fitch will generally rate securitizations with loans from these jurisdictions (except 
North Carolina and South Carolina), but it will require additional representations and war¬ 
ranties and may require additional credit enhancements.^^ Fitch has not yet issued a statement 
with regard to loans originated in North Carolina or South Carolina. 

• Kentucky, S&P requires sellers to conduct a loan-by-loan review of all high-cost home loans 
and provide the representations and warranties noted above before it will allow high-cost 
home loans from Kentucky in rated transactions. Fitch will not allow any high-cost loans 
from Kentucky in rated transactions. In order to rate a transaction including any loans from 
Kentucky, Fitch requires receipt of a certification from a third party unaffiliated with the 
originators of the relevant loans that such third party conducted due diligence on a random 
sample of the greater of five loans or 10 percent of the loans from Kentucky and that no high- 
cost home loans were uncovered in the sample. If the review of the sample of loans uncov- 


See “S&P Addresses Arkansas Home Loan Protection Law” (July 11, 2003); Standard & Poor’s, “Evaluating 
Predatory Lending Laws: Standard & Poors Explains its Approach” (April 15, 2003) (Georgia and New York); “S&P 
Addresses Illinois High Risk Home Loans Act” (November 17, 2003); “S&P Addresses Amendment to Maine Truth 
in Lending Act” (September 12, 2003); “S&P Addresses Nevada Anti-Predatoiy Lending Law”; “S&P Addresses 
Oklahoma Anti-Predatory Lending Law” (November 18, 2003); and “S&P Addresses North Carolina Anti-Predatory 
Lending Law” (February 12, 2004). 

” See “Fitch Ratings Responds to Arkansas Predatory Lending Legislation” (June 20, 2003); Mortgage Bankers Asso¬ 
ciation Industry News, “Fitch to Rate RMBS After Amendment to Georgia Predatory Lending Statute, GFLA” (March 
14, 2003); Mortgage Bankers Association Industry News, “Fitch Ratings Addresses Illinois Predatory Lending Legisla¬ 
tion” (December 15, 2003); “Fitch Ratings Responds to Maine Predatory Lending Legislation” (September 29, 2003); 
“Fitch Ratings Responds to Nevada Predatory Lending Legislation” (October 3, 2003); Mortgage Bankers Association 
Industry News, “Fitch: New York State Anti-Predatory Lending Legislation” (March 26, 2003); and “Fitch Ratings Ad¬ 
dresses Predatory Lending Legislation of Oklahoma” (October 30, 2003). 

See “S&P Addresses Kentucky High-Cost Law” (Jun. 20, 2003). 
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ers any high-cost home loans, Fitch requires a review of every loan in the pool originated in 
KentuckyT^ 

• New Jersey. S&P and Fitch will not rate securitizations with certain high cost home loans 
from New Jersey^'’ In order to rate a transaction including any loans from New Jersey, Fitch 
requires, as it does in Kentucky, receipt of a certification from a third party unaffiliated with 
the originators of the relevant loans that such third party conducted due diligence on a ran¬ 
dom sample of the greater of five loans or 10 percent of the loans from New Jersey and that 
no high-cost home loans were uncovered in the sample. If the review of the sample of loans 
uncovers any high-cost home loans, Fitch requires a review of every loan in the pool origi¬ 
nated in New Jersey.^^ 

• New Mexico. S&P will rate securitizations containing high cost home loans subject to the 
additional representations and warranties it requires in Arkansas, Georgia, Illinois, Maine, 
Nevada, New York, North Carolina, and Oklahoma.^* Fitch, however, will not rate any 
transaction containing high-cost home loans subject to New Mexico’s anti-predatory lend¬ 
ing law. Fitch notes that assignee liability may be unlimited in the case of punitive damages, 
which may be imposed for acts found to be reckless or malicious. Fitch further requires that 
the seller of any New Mexico loan provide adequate evidence that the transaction will enjoy 
the benefits of the new law’s safe harbor from the law’s unlimited liability for assignees and 
purchasers. In order to be protected by this safe harbor, a purchaser/securitizer must conduct 
due diligence and provide certain representations and warranties. Because it is unclear what 
constitutes sufficient “due diligence” under the New Mexico statute, Fitch requires the third- 
party certificate and random sampling it requires in Kentucky and New Jersey.^’ 

These constraints translate into cost burdens at each stage of the lending process. For example, a 
rating agency that is willing to rate a RMBS securitization containing high-cost loans at all may, 
as we have seen, require representations, warranties, sampling, and certifications that go beyond 
the industry standard. Satisfying these extra conditions may require a bank to increase its com¬ 
pliance staff, provide additional training to both existing and new staff, and pay fees to obtain 
third-party sampling and certification. If the rating agency requires additional credit enhancement, 
providing that will generally add to the financial cost of the transaction. Finally, if the ha nk can- 


See Mortgage Bankers Association Industry News, “Fitch Ratings Responds to Kentucky Predatory Lending Legisla¬ 
tion” (June 30, 2003); and Mortgage Bankers Association Industry News, “Fitch Ratings Updates Criteria Regarding 
Predatory Loans” (January 15, 2004). 

See “S&P Permits Additional New Jersey Mortgage Loans Into Related SF Transactions” (November 25, 2003). 

” See “Fitch Ratings Responds to New Jersey Predatory Lending Legislation” (June 5, 2003); and Mortgage Bankers 
Association Industry News: “Fitch Ratings Updates Criteria Regarding Predatory Loans” (January 15, 2004). 

See “S&P Addresses New Mexico’s Home Loan Protection Act” (November 25, 2003). 

See Mortgage Bankers Association Industry News: “Fitch Ratings Addresses New Mexico Predatory Lending Legis¬ 
lation” (January 15, 2004). 
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not securitize the loans and must therefore retain them on book, the ha nk does not realize funds 
that it could use to make additional loans and the ha nk will incur carrying costs. 

These costs either will be passed back to the bank’s customers or, if the bank concludes they are 
unacceptably high, will compel the ha nk to stop making loans covered by state anti-predatory 
lending laws. 

The rating agencies have, however, responded favorably to preemption decisions by the federal 
banking agencies. Shortly after Fitch announced that it would not rate residential mortgage- 
backed securitizations containing high-cost home loans originated in New Mexico, Fitch also 
announced that, beginning the day the OCC’s preemption rule becomes effective (February 12, 
2004), it will rate residential mortgage-backed securitizations containing loans subject to any state 
or local anti-predatory lending laws that were originated by OCC-regulated national ha nks or 
their operating subsidiaries without additional credit enhancements.'*® This follows Fitch’s August 
22, 2003, decisions to rate securitizations without additional credit enhancement by OCC-regu- 
lated lenders in Georgia in light of the OCC’s preemption order and determination concerning 
the GFLA,"*' and by OTS-regulated lenders in all jurisdictions in light of the OTS’s preemption 
regulations and various preemption opinions."*^ 

On October 3, 2003, S&P made the same decision concerning the GFLA determination and 
order.On March 3, 2004, S&P announced that it had completed its review of the real estate 
lending provisions in the OCC’s preemption rule'*'* and that, as a result, it will rate securitizations 
containing loans originated by national banks or their operating subsidiaries in Georgia, Illinois, 
Kentucky, Maine, Nevada, New Jersey, New Mexico, New York, North Carolina, Oklahoma, 
and South Carolina. For loans originated in these jurisdictions, S&P will continue to rely on the 
seller’s representation and warranty that the loans included in the pool were originated in compli¬ 
ance with all applicable laws, including anti-predatory lending laws. In addition, S&P will require 
legal comfort in the form of an officer’s certificate indicating that the originator of the loan is a 
national bank or a national ha nk operating subsidiary.'*^ 


See “Fitch Ratings Addresses Preemption Statement from the OCC” (January 16, 2004). 

See 68 Federal Register 46264 (August 5, 2003). 

See “Fitch Ratings Addresses Preemption Statements from the OTS and OCC” (August 22, 2003). 

See “S&P Announces Position on OCC’s Preemption Order for the GFLA” (October 3, 2003). 

On November 25, 2003, having reviewed the OTS’s preemption opinions concerning the anti-predatory lending laws 
in Georgia, New Jersey, New Mexico, and New York, S&P announced that it would no longer apply its published cri¬ 
teria to federal thrifts and their operating subsidiaries operating in those states. See “S&P Announces Position on OTS 
Preemption Pronouncements” (November 25, 2003). 

See “S&P Addresses OCC Rule Regarding Preemption of State Anti-Predatory Lending Laws” (March 3, 2004). 

S&P said it was unable to conclude with certainty that assignees and purchasers of loans originated by national banks 
in Arkansas are not subject to liability. Therefore, S&P said, it will continue to apply its previously announced criteria 
with respect to such loans. 
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These deeisions are eritieal beeause, without a eertain seeondary market for these loans, banks 
making risk-priced loans covered by this type of state law will be required to hold more of these 
loans to maturity. This, in turn, ties up more of a bank’s capital as it carries the mortgage assets on 
its books, and adversely affects the ability of the ha nk to originate or acquire new loans. 

As a result of these higher costs and operational challenges, lenders must absorb the costs, pass 
the costs on to consumers, or discontinue offering various products in jurisdictions where the 
costs or exposure to uncertain liabilities are prohibitive. It has been reported that three major 
lenders have announced they will no longer do business in New Jersey because of the state’s 
predatory lending law, and at least 18 have significantly limited their lending activities there.'*'^ 

As lenders react like this, legitimate credit availability is reduced and consumers will have fewer 
options for home loans. 

V. Correcting Misperceptions about the Preemption and Visitorial 
Powers Rules 

Some of the comments and reaction we have received in response to our rules seem to reflect fun¬ 
damental misconceptions about the law on which the rules are based, or the effect of the regula¬ 
tions. I welcome the opportunity to address these misconceptions. 

1. The OCC’s rules do not leave consumers vulnerable to abusive lending 
practices. 

It is simply not the case that national ha nk customers will become vulnerable to abusive lend¬ 
ing practices as a result of our rules. First, national banks and their operating subsidiaries are not 
where predatory and abusive lending practices are festering. Second, national ha nks and their 
operating subsidiaries are governed by strong federal standards designed to prevent these prac¬ 
tices. Third, the OCC deploys substantial resources, nationwide, to ensure that these practices do 
not gain a foothold in the national banking system. Our examiners and supervisors have available 
a wide array of supervisory and enforcement tools to identify and remedy any such practices that 
do occur. Finally, the ability of state authorities to take aggressive action to protect vulnerable 
consumers from predatory practices by other types of institutions-the very institutions that have 
been identified as the source of abusive practices—is unaffected by our regulations. 

Clearly, there is a real problem with abusive lending practices in this country, but national banks 
are not the breeding ground. Whatever differences of opinion may exist with the state attorneys 
general, they have stated unambiguously in various filings, as I have described, that there is scant 
evidence that national banks, or their subsidiaries, are engaged in abusive lending practices. 
Indeed, these state officials have recognized the extent to which banks (and thrifts) are highly 
regulated and closely supervised, and have credited that regulatory presence for the scarcity of 
evidence of abusive or predatory practices. 

See Paul Muolo and Brad Finkelstein, “Lenders Leaving New Jersey,” December 2003, American Banker-Bond 
Buyer, Vol. 13, No. 3 at 41. 
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National banks and national ha nk operating subsidiaries are subject to comprehensive, regular-in 
the case of large banks, continuous—supervision, and an extensive array of federal consumer pro¬ 
tection laws and regulations—including the anti-predatory lending standard in our new regulation 
and section 5 of the FTC Act—administered and enforced by the OCCY^ As I have described, the 
OCC’s consumer compliance program is fully and effectively staffed by examiners and compli¬ 
ance specialists whose work is supported by attorneys and consumer complaint specialists. OCC 
examinations of national ha nks and national ha nk operating subsidiaries are conducted to ensure 
and enforce compliance with federal laws and regulations and with supplemental OCC supervi¬ 
sory standards. On those limited occasions where we have found national ha nks to be engaged 
in unacceptable practices, we have taken vigorous enforcement action.'*® We will continue to use 
the supervisory measures and enforcement tools available to us to keep such practices out of the 
national banking system. 

Neither the preemption rule nor the revised visitorial powers rule prevents state officials from 
applying and enforcing generally applicable state laws that do not attempt to control the content 
or conduct of national ha nks ’ banking activities. Our jurisdiction over national hank s and their 
subsidiaries also does not deprive state regulators of a role in protecting consumers in their states, 
and we welcome the opportunity to work cooperatively with them to further that goal. We have 
invited state authorities to refer consumer complaints concerning national hank s to the OCC and 
to bring to our attention concerns that any national ha nk is engaged in unfair, deceptive, abusive 
or predatory practices. We have set up special procedures to handle and track referrals from state 
authorities. 

The OCC and the states already cooperate extensively in many respects, referring consumer com¬ 
plaints to the appropriate regulator of the entity generating the complaint, and we welcome ad¬ 
ditional opportunities to collaborate.'*® Our new advisory letter clarifies how national ha nks should 
handle consumer complaints that are forwarded to them from state agencies and departments. I 
firmly believe that we and state authorities share common goals, and we have invited state offi¬ 
cials to enter into cooperative, information sharing agreements regarding consumer complaints. I 
am confident there are ways we can improve how complaints are handled and consumer concerns 
are identified and resolved, and we welcome further dialogue with state officials to further those 
goals. 


See supra note 17. 

'** For examples of our enforcement actions, see supra pages 20-25. 
'*’ See attached chart. 
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2. The OCC is not taking on a “new role” or assuming a “longstanding 
responsibility” of the states to enforce state consumer protection laws. 

The statutory authority for the OCC’s exclusive visitorial powers does not distinguish between 
visitorial powers for safety and soundness, consumer compliance, operational risk, or any other 
type of risk faced by a national hankT° Given the importance of preventing abusive lending 
practices, some have nonetheless asserted that state and local laws should apply in addition to the 
federal standards to which national banks are subject. They believe that state and local regulators 
should also involve themselves in supervising the activities of national banks. These critics are 
asking, in effect, “Isn’t it better to have more regulation and more regulators?” 

The answer is “Not necessarily.” More regulation and more regulators can have their own conse¬ 
quences and are not the answer unless there has been a failure of the existing regulatory regime. 
That is simply not the case with national banks and their respective subsidiaries. 

Adding layers of regulation brings added costs, which may lead to higher prices for customers. It 
may also have other undesirable collateral consequences, such as diminished product availability. 
For example, state and local laws that increase a bank’s costs and its potential liabilities in con¬ 
nection with subprime loans, which are already high risk, inevitably will cause some legitimate 
lenders to conclude that the cost and risks are not worth it. The result is diminished credit avail¬ 
ability, and legitimate credit options that may otherwise be available to a segment of potentially 
credit-worthy subprime borrowers will be reduced. We believe our approach to combating abu¬ 
sive lending practices does not diminish credit access but does effectively target credit abuses. 

Adding additional regulators also has implications. The typical responsibilities of a state attor¬ 
ney general include prosecuting Medicaid fraud, investigating and prosecuting organized crime, 
enforcing the state’s environmental protection laws, overseeing the integrity of charitable organi¬ 
zations, investigating and litigating civil rights complaints, advocating for consumers stymied by 
health maintenance organizations (HMOs), enforcing the state’s securities laws to combat fraud- 
the list could literally go on for pages. I have already described the many types of businesses, in 
addition to banks, that are the responsibility of state banking departments. 

Given state budget constraints, state authorities’ insistence on trying to add national banks to 
their already substantial roster of responsibilities is likely to have unfortunate consequences. 

The allocation of state resources to supervisory and enforcement functions that are already being 
performed at the federal level means that those resources will not be used to protect the state’s 
consumers in co nn ection with all the other potential sources of problems those consumers face. 
The net result is to diminish the availability of state resources to protect consumers in other 


™ The Riegle-Neal Act bolsters this conclusion, specifically providing that if state community reinvestment, consumer 
protection, and fair lending laws are not preempted and are applicable to interstate branches of a national bank, those 
laws are enforced by the OCC. 12 USC 36(f)(1). 
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areas—other areas where there is evidence of abusive lending—other areas that are not as highly 
regulated as the banking business. 

The OCC’s approach to shared responsibilities actually maximizes regulatory oversight to protect 
consumers. More resources would be deployed to protect more consumers if states apply their 
resources to the conduct of state supervised entities, the OCC applies its resources to national 
banks, and state officials refer problems involving national ha nks that come to their attention to 
the OCC. 

3. The preemption and visitorial powers rules will not demolish the dual 
banking system. 

Some critics have suggested that by codifying in regulations the exclusivity of the OCC’s supervi¬ 
sion of national ha nk s and the types of state laws that are, or are not, preempted as applied to na¬ 
tional banks, the OCC “will demolish” the dual banking system, or “deprive ha nk ers of a choice 
of charters.” We even heard recently that a state legislator was told that our regulation would lead 
to dismantling of his state’s banking department because it would prevent that department from 
regulating state banks. 

Some of this rhetoric is, obviously, fanciful. Other comments in the same vein profoundly short¬ 
change the qualities of the state banking systems. More fundamentally, the argument being 
advanced is simply backwards. Distinctions between state and federal ha nk charters, powers, 
supervision, and regulation are not contrary to the dual banking system; they are the essence of 
it. Clarification of how the federal powers of national ha nk s preempt inconsistent state laws is 
entirely consistent with the distinctions that make the dual banking system dual. 

The national and state charters each have their own distinct advantages. Indeed, today state bank¬ 
ing regulators vigorously assert that the state charter is superior. But many national ha nks engage 
in multi-state businesses that may particularly benefit from the efficiency of a uniform, nation¬ 
wide system of laws and regulations. Customers of national ha nks enjoy protections that are as 
strong as—and in some cases stronger than—those available to customers of state banks. But 
they also benefit from the efficiencies of the national banking system, and predictable, uniform, 
consistent regulation. It is important to remember that the dual banking system offers American 
consumers a choice—those who believe the state system offers greater protections, or desirable 
variety, are free to make that choice. 

4. The preemption rule Is not a dramatic departure from established, 
recognized preemption standards and case law. 

Some critics of the regulation have claimed that we are using incorrect preemption standards in 
our preemption rule. They argue that preemption should only occur when state law significantly 
impairs a national ha nk ’s express rights under federal law. These critics also argue that the OCC 
contends that national hank s are immune from state law. These assertions misunderstand the final 
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rule and incorrectly characterize both the OCC’s position and the relevant judicial standards for 
preemption. 

First, it is useful to recap how the preemption provisions of the new rule work. The rule addresses 
the applicability of certain types of state laws to national ha nks ’ lending, deposit-taking, and 
other federally authorized activities. With regard to all three categories, the rule states the general 
principle that, except where made applicable by federal law, state laws do not apply to national 
banks if they “obstruct, impair, or condition” the ha nk ’s exercise of powers granted under fed¬ 
eral law. The rule’s preamble makes very clear that these words are not designed to create a new 
standard of preemption, but rather to distill the various phrases the Supreme Court has used in 
its preemption decisions.^' As stated, the phrase does not refer to any particular type of state law 
and, thus, obviously does not preempt any particular law. By contrast, in the lending and deposit¬ 
taking areas, the preemption rule lists certain specific types of state laws that are preempted. In 
other words, the rule preempts the types of laws described in the rule; other types of laws remain 
subject to case-by-case evaluation under judicially developed standards, which the rule distills 
with the phrase hose listed as preempted with respect to federal thrifts in existing regulation “ob¬ 
struct, impair, or condition.” Collectively, the laws listed are virtually identical to those listed as 
preempted with respect to federal thrifts in existing regulations of the OTS; many of those listed 
are already preempted by virtue of existing OCC regulations, or have been addressed by OCC 
preemption opinions or judicial decisions. 

The OCC is not arguing that national ha nks are immune from state law. The preemption prin¬ 
ciples referenced in our new regulation are firmly grounded on standards announced by the 
Supreme Court and other federal courts in cases as recent as last year, going back over 130 years, 
and our authority to adopt the rule is solidly based on our statutes. The final regulation specifi- 
cally-and meticulously-explains the sources of our authority to issue the regulation and the 
standards we reference. In a nutshell, the preemption standards derive from Supreme Court and 
lower federal court precedents that provide that federal law can preempt state laws that obstruct 
(stand as an obstacle), Hines v. Davidowitz (1941); impair the efficiency of. National Bank v. 
Commonwealth (1869), Davis v. Elmira Savings Bank (1896), McClellan v. Chipman (1896); or 
condition the ability of national ha nks to exercise powers granted under federal law, Barnett Bank 
of Marion County v. Nelson (1996); Franklin National Bank (1954); and that state “legal infra¬ 
structure” laws—such as contract, torts, and real property laws—that do not restrict the content or 
extent of powers granted under federal law are not preempted. National Bank v. Commonwealth 
(1869); McClellan v. Chipman (1896); Bank of America v. City and County of San Francisco. 
(U.S. Court ofAppeals for the Ninth Circuit 2002). 


69 Federal Register a.\. 1910. 
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5. There is no presumption against preemption in the case of the national 
banking laws, as confirmed by federal case law and the Riegle—Neal Act. 

Critics of both the preemption and visitorial powers rules contend that the rules are inconsistent 
with the presumptive application of state law to national banks, which is embodied in the Riegle- 
Neal Act. This is incorrect. 

As an initial matter, case law, whether decided before or after Riegle-Neal was enacted, is consis¬ 
tent in holding that there is no presumption against preemption in the national bank context. The 
Supreme Court has said that a presumption against preemption “is not triggered when the state 
regulates in an area where there has been a history of significant federal presence. Courts have 
consistently held that the regulation of national ha nk s is an area where there has been an exten¬ 
sive history of significant federal presence. As recently observed by the U.S. Court of Appeals 
for the Ninth Circuit, “since the passage of the National Bank Act in 1864, the federal presence 
in banking has been significant.” The court thus specifically concluded that “the presumption 
against the preemption of State law is inapplicable.”” Indeed, when analyzing national ha nk 
powers, the Supreme Court has interpreted “grants of both enumerated and incidental ‘powers’ to 
national ha nks as grants of authority not normally limited by, but rather ordinarily pre-empting, 
contrary State law.”^'* 

The relevant text of the Riegle-Neal Act is fiilly consistent with these conclusions. As explained 
in the preamble to the visitorial powers rule, the Riegle-Neal Act sorted out which state’s laws— 
host state or home state—regarding community reinvestment, consumer protection, fair lending, 
and establishment of intrastate branches, would apply to interstate branches of national banks, 
and provided that the host state’s laws in those areas would apply to national ha nks “except when 
Federal law preempts the application of such state laws to a national bank.” The potential preemp¬ 
tion of state laws thus was expressly recognized as possible in the Riegle-Neal legislation itself 

Moreover, the legislative history of the Riegle-Neal Act indicates that Congress expected the 
OCC to apply traditional, recognized preemption standards in deciding preemption issues, which 
is exactly what the OCC is doing. 


“ U.S. V. Locke, 529 U.S. 89, 108 (2000) (explaining Rice v. Santa Fe Elevator Corp., 331 U.S. 218 (1947). 

Bank of America, 309 F.3d at 558-59 (citations omitted). 

Barnett, 517 U.S. at 32. The Barnett Court went on to elaborate: 

[WJhere Congress has not expressly conditioned the grant of “power” upon a grant of State permission, the Court 
has ordinarily found that no such condition applies. In Franklin Nat. Bank, the Court made this point explicit. It held 
that Congress did not intend to subject national banks’ power to local restrictions, because the federal power-granting 
statute there in question contained “no indication that Congress [so] intended ... as it has done by express language in 
several other instances.” 

Id. at 34 (emphasis in original) (citations omitted). 
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Finally, as I mentioned at the outset, the Riegle-Neal Act also specifically provided that the provi¬ 
sions of any state law to which a branch of a national ha nk is subject under the Act “shall be en¬ 
forced, with respect to such branch, by the Comptroller of the Currency. ’’ Thus, the Riegle-Neal 
Act is entirely consistent with the visitorial powers rule in providing that when state law is ap¬ 
plicable to interstate branches of national banks, the OCC is to enforce such laws (in other words, 
the OCC retains exclusive visitorial authority). 

6. The OCC has ample authority to adopt the preemption rule. 

As mentioned previously, the OCC’s authority to issue the preemption regulation comes from 
both 12 use 371 (regarding real estate lending) and section 93a (for all other activities). This 
statutory authority was recognized by the D.C. Circuit two decades ago in CSBS v. Conover.^^ In 
that case, the court expressly held that the Comptroller has the power under section 371 to issue 
a regulation that preempts aspects of state laws regarding real estate lending and has authority 
under section 93a more generally to issue regulations preempting state laws that are inconsistent 
with the activities permissible under federal law for national banks. In the words of the court: 

It bears repeating that the entire legislative scheme is one that contemplates the operation of 
state law only in the absence of federal law and where such state law does not conflict with 
the policies of the National Banking Act. So long as he does not authorize activities that run 
afoul offederal laws governing the activities of the national banks, therefore, the Comptrol¬ 
ler has the power to preempt inconsistent state laws.^^ 

The authority under sections 93a and 371 described by the court in CSBS v. Conover amply sup¬ 
ports the adoption of regulations providing that specified types of state laws purporting to govern 
and curtail national banks’ lending and deposit-taking activities are preempted. 

7. State law applies to national bank operating subsidiaries to the same 
extent as their parent banks; therefore, the preemption and visitorial 
powers rules apply to national banks and their operating subsidiaries 
equally. 

As explained previously, the preemption and visitorial powers rules make no changes to the 
OCC’s rules governing the activities of operating subsidiaries. As already set out in 12 CFR 5.34, 
7.4006, and 34.1(b), national bank operating subsidiaries conduct their activities subject to the 
same terms and conditions as apply to the parent banks, except where federal law provides oth¬ 
erwise, e.g, functional regulation of insurance and securities subsidiaries. Therefore, by virtue of 
regulations already in place, the rules apply equally to national banks and their operating subsid¬ 
iaries. 


710 F.2d 878 (U.S. Court of Appeals for the First Circuit 1983). 
Id. at 878 (emphasis added). 
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It is important to note that the OCC’s position does not implieate the eorporate existenee or 
govemanee rules of state eorporations; it eoneems the ability of national ha nks to eonduet aetivi- 
ties through those entities subjeet to federal supervision and regulation. National ha nks eonduet 
authorized aetivities through operating subsidiaries pursuant to a federal lieense under OCC regu¬ 
lations and federal law, and do not need a state lieense to eonduet aetivities they are authorized 
to eonduet under a federal permit. Operating subsidiaries are thus a federally authorized means 
by whieh national ha nks may eonduet aetivities authorized under federal law; as refleeted in the 
OCC’s rules; state laws in eonfliet with that authority must give way. 

V. Conclusion 

In eonelusion, Mr. Chairman, we believe our new regulations provide benefits for national ha nks 
and proteetions for national ha nk eustomers and are entirely eonsistent with the fundamentals of 
the dual banking system. Our aetions also are entirely eonsistent with Congress’s design of the 
national banking system, the powers and authority Congress has vested in national banks, with 
legal preeedent dating from the earliest years of the national banking system up to eurrent times, 
and with the OCC’s responsibilities to ensure not only the safety and soundness of national ha nks 
but also fair treatment of their eustomers. 

Onee again, thank you, Mr. Chairman, for this opportunity to present the OCC’s views. 
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Statement of John D. Hawke, Jr., Comptroller of the Currency, 
before the U.S. Senate Committee on Banking, Housing and 
Urban Affairs, on the condition of the national bank system 
and the state of the Office of the Comptroller of the Currency, 
Washington, D.C., April 20, 2004 

Statement required by 12 USC 250: The views expressed herein are those of the Office of the 
Comptroller of the Currency and do not necessarily represent the views of the President. 

I. Introduction 

Chairman Shelby, Senator Sarbanes, and members of the committee, I appreciate this opportunity 
to review the condition of the national banking system. My written statement covers two principal 
areas. 

First is the continued strong performance and condition of the national banking system in the face 
of a changing banking environment. National ha nks continue to display strong earnings, improv¬ 
ing credit quality following the recent recession, and sound capital positions. That continued 
strong performance reflects, in general, past good lending and investment decisions. In addition, 
to some extent, that performance reflects changes in business strategies and risk management 
practices. Banks have adopted better risk management techniques and have benefited from greater 
geographic diversification. Nonetheless, risks remain, including the growing importance of oper¬ 
ating, strategic, and reputation risk as banking companies adapt to change by using technology, 
different products or strategies, or more complicated business structures. 

Second, we continue to adapt supervision to the changes in banking. Among the most important 
strategies we employ to maximize the effectiveness of our examination and supervision program 
is our risk-focused approach to supervision, which is designed to address change. That risk-based 
approach has enabled us to turn increasing attention to operating, strategic, and reputation risk. 

The approach that the U.S ha nk regulators have taken to the effort to reform international ha nk 
capital standards, known as Basel II, provides a distinct example of how we are adapting to 
change. While we recognize that we can improve capital regulation to take into account changes 
in banking and risk management, we have advocated proceeding with appropriate caution. In my 
statement today, I will discuss the proposed capital reform and the commitment that I have made 
that any reforms of the regulatory capital rules will be adopted in a prudent, deliberate fashion. 
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II. The Condition of the National Banking System 
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Source: Integrated Banking Information System (OCC). 


The OCC supervises federally chartered national ha nk s and federally licensed branches of foreign 
banks. As of year-end 2003, the national banking system consisted of approximately 2100 ha nks 
(26 percent of all commercial banks). Of these, 2001 were Federal Deposit Insurance Corporation 
(FDIC)-insured banks, holding total assets of $4.3 trillion. The rest were uninsured bank and trust 
companies. The OCC also supervises 53 federal branches of foreign banks. While the number of 
national ha nks has declined for nearly two decades, and the assets of the system have steadily in¬ 
creased over the same period, the national ha nk share of total system assets has remained roughly 
constant, and now stands at 56.5 percent. The national banking system includes many of the larg¬ 
est ha nks by asset size, but community national banks are by far the most numerous in the system. 

Financial Performance 

The financial performance and condition of the banking system is strong. Earnings have remained 
at historically high levels for a decade. Until 2002, aggregate net income for national ha nk s had 
never exceeded $12.5 billion in a quarter, and the industry’s average return on assets had never 
exceeded 1.5 percent, at least not since the quarterly reporting began in 1984. But since the begin¬ 
ning of 2002, national ha nks have exceeded both earnings milestones in every quarter but one. 

In 2003, national banks set new records for both return on equity and return on assets. Although 
the slow economy led to weakness in some areas, including business lending, the contractions in 
these areas were more than offset by growth elsewhere. 
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National bank ROE at record high 

National bank ROE 

Percent 



Source: I ntegrated Banking I nformation System (OCC) Data as of year-end. Shaded areas represent periods of 

recession. 


Loan growth continued throughout this recession 


Percent change Percent change 



Source: Integrated Banking Information System (OCC); 
BEA/Haver Analytics 


Quarterly data through Q2-2003. Shaded areas 
represent periods of recession. 
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Total loans held by banks continued to expand throughout the recent economic cycle, growing by 
7.8 percent in 2002 and 7.6 percent in 2003. In contrast, starting with the recession of 1990-91, 
total loans held by national ha nks fell for 10 consecutive quarters. Where the earlier recession 
affected all sectors of the economy, the recent recession was concentrated more extensively in the 
business sector, in part due to the fallout from the tech/telecomm bubble in the late 1990s. This 
caused a sharp fall in the demand for business loans, particularly at large banks. 

The reduction in corporate lending by banks also was due to the competitiveness of corporate 
bond issuance due to low interest rates. Many large and even medium-size firms have been able 
to access the bond market at very low rates throughout this economic slowdown, which has 
further reduced the demand for larger commercial loans. This has affected especially the lending 
activity at the largest banks, because they tend to have potential business customers who have 
greater access to other financial options. Community banks, in contrast, taking advantage of their 
knowledge of local markets and business needs, have maintained their business lending through¬ 
out this cycle, with increases reported in their commercial and industrial (C&I) and commercial 
real estate loan books. 

The mortgage and consumer sectors have been a strong source of loan growth for national banks. 
Residential real estate loans held by national ha nk s rose at an annual rate of about 20 percent in 
both 2002 and 2003. Within this broad category, home equity lending has grown particularly fast, 
rising by 21 percent in 2001, 38 percent in 2002, and 37 percent in 2003. Throughout this cycle, 
consumers have taken advantage of declining mortgage rates to extract funds from the increased 
value of their homes. Some of these funds from the refinancing and home equity loan activity 
have been used, however, to pay off higher interest credit card and installment debt. 

The low interest rate environment has been a plus and a minus for banks. Smaller ha nk s with 
their greater reliance on retail funding have seen steady erosion in their net interest margins. By 
contrast, the largest banks, which rely more on wholesale funding, until recently experienced 
relatively high net interest margins. As of December 2003, the net interest margin for banks in all 
asset size groups has fallen below their historic averages. Despite the decline in margins, ha nks 
have reported continued growth in net interest income due to the strong expansion in household 
lending. As long as margins remain compressed, however, this growth in income is vulnerable if 
the volume of activity in the consumer markets falls. 

The low interest rate environment also raises concerns about the extent to which ha nks may be 
taking on interest rate risk in an effort to maintain their interest income. Effective management 
of this risk will be important for banks in all asset size groups as the economy recovers, which is 
often accompanied by an increase in interest rates. We have alerted national banks to our concerns 
on this score and provided advice on approaches on how best to address this “low rate set-up.” 
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Noncurrent loans remained well below level 
of early 90s 


National banks percent of total 

loans noncurrent 



Source: I ntegrated Banking I nformation System (OCC) Data as of year-end. Shaded areas represent periods of recession. 


Deposits have continued to flow into banks, especially large banks, as might be expected when 
low interest rates hold down returns on alternative money market instruments. Deposits at na¬ 
tional banks grew at 6.0 percent in 2001, 7.6 percent in 2002, and 8.6 percent (year-over-year) 
in 2003. The increase in deposits has fueled growth in ha nk assets. The assets of national ha nks 
grew 9.8 percent in 2003 (year-over-year), as compared to a 0.1 percent decline reported at this 
point of the recovery from the last recession. Nevertheless, we believe ha nks must be vigilant in 
their assessment of the potential sensitivity of their sources of funds to changes in the economic 
environment or, in some cases, the hank’s own performance. The high level of liquidity in the 
banking system could be reduced rapidly if the relative yield on alternative investments increased 
sharply or if ha nks failed to maintain certain performance levels required to retain some sources 
of funds. 

While credit quality deterioration is typically an issue during recessions, the most recent experi¬ 
ence for national ha nks was much better than during the previous recession. This may well reflect 
national banks’ response to cautions issued by the OCC to ha nk ers in the late 1990s to be vigilant 
about their underwriting standards. The noncurrent loan ratio for national hank s (loans at least 90 
days past due plus nonaccruals) reached a peak of 4.4 percent in 1991Q2; in contrast, at the peak 
in this economic cycle, reported in 2002Q2, the noncurrent ratio was 1.6 percent. For large ha nks 
(over $1 billion in assets), the noncurrent loan ratio has now declined to 1.3 percent, near pre- 
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recession levels. Smaller ha nks (under $ 1 billion in assets) were not as affected by the stresses in 
the nonfinancial corporate markets and thus experienced only a modest decline in credit quality 
during the recession. While credit quality appears to be improving for the banking industry, the 
OCC continues to watch developments in areas that remain vulnerable, such as small business 
lending and certain real estate markets and property types. 

The data on ha nk failures and new entrants to the commercial banking system also reflects a dy¬ 
namic and healthy banking system. In 2003, two banks failed—one national and one state hank. 
By contrast, 100 commercial banks—including 33 national banks and 67 state banks—failed in 
1992, the first year of recovery after the 1990-91 recession. The commercial banking system also 
had 111 new entrants in 2003; this compares to 40 new ha nk s in 1992. 

While the national banking system has displayed strong performance, even during the recent 
recession, history teaches us that we cannot know for certain what lies ahead, and ha nks ’ capital 
provides important protection against that uncertainty. National banks remain well capitalized and 
rest on a much firmer capital base than they did more than a decade ago. In 1990, for example, 

6.3 percent of banks had risk-based capital ratios below 8 percent, which we would now consider 
undercapitalized, and 18.3 percent were below 10 percent. Today, all national banks, with the ex¬ 
ception of a few small hank s under special supervision, have risk-based capital ratios above 8 per¬ 
cent, and more than 90 percent of national ha nks have risk-based capital ratios above 10 percent. 

Continued, Gradual Change in Bank Strategies 

Like other businesses, ha nks adjust their strategies in response to the lasting changes in their busi¬ 
ness environments. Over past decades, bank business strategies in the United States have evolved 
in response to changes in household financial practices, advances in financial knowledge and 
information and communication technology, and the relaxation of constraints against interstate 
banking and allowable ha nk activities. Since such changes are gradual, they are sometimes hard 
to recognize. Nonetheless, they result in real changes in the nature of the business. 

For example, one change is an increase in the relative emphasis on lending to households, es¬ 
pecially among the large banks. Over the last 20 years, large ha nks have moved increasingly 
into retail lending to take advantage of cost-saving technologies and geographic diversification 
in a period of strong growth in the demand for retail products. In 1984, 30 percent of aggregate 
commercial ha nk loans were to households—residential mortgages, and loans to individuals. By 
2003, that ratio had risen to 46 percent. The increased emphasis on retail lending has been par¬ 
ticularly pronounced in the largest banks. Among the largest 10 banks, the retail portion of ha nk 
loan portfolios has increased from 22 percent to 55 percent over the last two decades. 

Another strategic change in banking is the improvement in financial risk management-the tools, 
products and processes. Since the last business cycle, banks have made substantial investments 
in this area. A fundamental shift in approach is occurring, from viewing risk on a transaction-by¬ 
transaction basis to a more holistic, portfolio view. Advances in technology have enabled banks 
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to harness information to manage more proaetively the risks in their portfolios. These include 
more sophisticated models to help ha nks underwrite and manage their credit risks and to conduct 
scenario analyses of their interest rate and liquidity risks. 

Concurrent with the adoption of these enhanced tools has been the development of independent 
risk management units with responsibility for enterprise-wide risks. These units, which typically 
reside at the highest level of the corporation, oversee portfolio risk, balance the risks and rewards 
of new business strategies and initiatives, and ensure that business units and the ha nk as a whole 
comply with established risk tolerances and limits. 

Risk management also has benefited from the broader array of products and tools that ha nks can 
use to adjust and manage their risk profiles. These tools help to foster deeper and broader finan¬ 
cial markets and ultimately help to allocate risks to participants in accordance with their risk 
appetite and performance objectives. For example, banks have been particularly successful in 
reducing their exposures to credit concentrations. The growth of the syndicated loan market has 
enabled ha nks to more broadly distribute credit exposures within the U.S. banking system, as well 
as to foreign banking organizations and nonbanks. Similarly, the expanding asset securitization 
market has provided ha nks with another avenue to manage concentration risks and to diversify 
their funding sources and to provide greater access to underserved markets. 

The growth in the derivatives markets has provided ha nks with additional tools to manage their 
credit and interest rate risk exposures. Derivatives are also a valuable risk management product to 
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help ha nks ’ institutional customers manage a broad array of risks arising from common business 
activities such as securing long-term funding or protecting the value of importing or exporting 
commercial goods. Banks’ increased participation in residential real estate lending is one example 
of how derivatives have enabled ha nks to expand their product offerings while managing their 
risk profiles. Although residential real estate lending is typically associated with low credit risk 
as a consequence of diversification, solid collateral, and the borrower’s vested interest, it can rep¬ 
resent high exposure to interest rate risk. With the advent of products to hedge interest rate risk, 
such as interest rate swaps and options, ha nk s have been able to expand their lending in this area 
while managing the risk of potential shifts in interest rates. In the absence of effective mecha¬ 
nisms to hedge such risks, it is unlikely ha nk s would have been able to participate as actively in 
the growth of this sector. 

Growing Importance of Operating, Strategic, and Reputation Risk 

Notwithstanding the strong financial performance and condition of the banking industry, and 
improvements in the management of key financial risks, critical challenges remain. Chief among 
these is the need for banks to avoid missteps, abuses, or perceptions that could undermine the 
confidence and trust of their customers or financial markets. Recent events have demonstrated 
that ha nk soundness is much more than just a function of financial strength and that the risks 
facing the banking industry extend beyond the financial risks—credit, liquidity, and interest rate 
risks—that have traditionally been the focus of ha nk ers and regulators. Increasingly, ha nk ers must 
be cognizant of and control the operational, strategic, and reputation risks posed by their activities 
and how their activities will be perceived by the markets and their customers. A thorough evalu¬ 
ation of those risks and their potential impact on a bank’s longer-term strategic direction and its 
relations with its customers is paramount and must override pressures from management, ana¬ 
lysts, or shareholders to increase short-term earnings at the expense of fundamental controls and 
safeguards. 

Many of the recently publicized problems facing the industry have stemmed from breakdowns in 
key governance and control areas: insufficient oversight and due diligence in reviewing or con¬ 
sidering complex financial transactions or new product lines; lapses in security controls and the 
safeguarding of customer information; overreliance on third parties for critical services or product 
generation; and failure to adhere to sound internal audit and control procedures and processes. 
These breakdowns are not limited to banks of a specific size, market, or product niche. Commu¬ 
nity banks have suffered losses stemming from overreliance on loans, investments, and services 
purchased from third-party vendors—often in an effort to augment otherwise lackluster loan 
demand. Several large banks have faced significant questions about their dealing with customers 
and alleged improper oversight and management of key product lines. 
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III. Keeping Pace with Change in the National Banking System 

Change is a consistent theme in the operation—and the supervision—of the national banking 
system today. National ha nk s must evolve their businesses if they are to remain competitive in 
today’s financial services markets. At the same time, the OCC must adjust its supervisory and 
regulatory approaches in order to ensure that national ha nks can avail themselves of all of the at¬ 
tributes of their charter safely and soundly. Among the most important strategies we have devel¬ 
oped to maximize the effectiveness of our examination and supervisory program is our risk-fo¬ 
cused approach to supervision. 

The OCC’s Risk-Focused Approach to National Bank Supervision 

OCC’s supervision-by-risk approach dates back more than 10 years and involves supervisory 
policies and processes that tailor our oversight to the key characteristics of each bank, including 
asset size, products offered, markets in which it competes, and the board’s and management’s tol¬ 
erance for risk. This process provides an effective means for the OCC to allocate our supervisory 
resources and to better communicate to senior ha nk management the areas where they may need 
to correct problems before they become entrenched. 

Risk-based supervision begins with an assessment of a banking organization’s existing and 
emerging risks, and management’s efforts to manage and control those risks, in nine specified risk 
areas: credit, liquidity, interest rate, price, foreign exchange, transaction, compliance, strategic, 
and reputation. Based on that assessment, the OCC examiner-in-charge or portfolio manager will 
develop and implement a detailed, supervisory strategy for the bank, based on its risk profile and 
the complexity of its lines of businesses. Examiners identify areas of highest risk, assess what 
management is doing to address those risks, and communicate regularly with management to 
indicate where additional management actions are needed. In performing this evaluation, OCC 
examiners consider not only the activities of the bank and its operating subsidiaries, but also how 
the bank’s risk profile is affected by the activities of other subsidiaries and affiliates. 

Our assessment of the integrity and effectiveness of a ha nk ’s risk management systems includes 
appropriate validation through transaction testing. If this produces concerns, we will “drill down” 
to test additional transactions. If this reveals problems, we have a variety of tools with which 
to respond, ranging from informal supervisory actions directing corrective measures, to formal 
enforcement actions, to referrals to other regulators or law enforcement. The examination pro¬ 
cedures implementing OCC’s supervision by risk program are documented in the Comptroller’s 
Handbook. 

Supervision by risk provides an effective way to supervise banks in the current rapidly changing 
environment, ft also allows us to apply a consistent supervisory methodology across an increas¬ 
ingly diverse group of banks and bank activities. Because the design of this approach requires 
that we customize an examination based on a ha nk ’s underlying risk characteristics, it allows us 
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to more effectively direct OCC resources to the banks or activities within banks exhibiting the 
greatest risk. 

In response to the growing divergence in the complexity and scope of operations between large 
and small banks, we have divided our day-to-day supervisory operations into two lines of busi¬ 
nesses—our Community and Midsize Bank program and our Large Bank program. 

Our Community/Midsize Bank line of business oversees over 2,000 national ha nk s and federal 
branches and agencies through our network of district, field and satellite offices. When examining 
this population of banks, examiners use a core set of examination procedures to draw conclusions 
about the magnitude of risk and the adequacy of the risk management system for each of the nine 
areas of risk. Even in low-risk banks, we sample, verify, and test the bank’s policies, procedures, 
and systems. When risks are elevated; when activities, products, and services are more complex 
or present greater financial or compliance risks; or when issues or problems emerge, examiners 
will expand the scope of their supervisory activities using more detailed guidance found in topical 
booklets of the Comptroller’s Handbook series. Periodic monitoring of community banks, another 
key element of the supervisory process, is also designed to identify changes in the bank’s condi¬ 
tion and risk profile, including new products or services, and to assess bank corrective action on 
outstanding supervisory concerns between formal on-site examinations. This quarterly monitor¬ 
ing process allows examiners to identify significant changes in the risk profile of the ha nk s they 
supervise on a timely basis. 

Our Large Bank program focuses on the 24 largest national banks. The supervision of each large 
bank, overseen out of our headquarters office, is staffed by a resident examiner-in-charge and a 
team of examiners and specialists in areas such as commercial and retail credit, capital markets, 
bank technology, asset management, and compliance. These examiners and specialists track the 
quantity and quality of risk management in real time so that our assessments are forward-looking 
as well as historical. This program allows the OCC to develop a more thorough knowledge of the 
bank than is possible through the traditional regime of periodic, discrete examinations. Over the 
years, we have also developed, tested, and refined this supervisory approach expressly to address 
the special financial and compliance challenges posed by bigger, more complex, and globally 
positioned banks. We are confident that this approach will be effective to supervise the “mega¬ 
banks,” those with assets of a trillion dollars or more, which are forming as a result of recent 
acquisition activity in the industry. 

Today’s national banking system operates not just nationally, but globally. Our large banks all 
have operations or a presence overseas. The expansion of our large banks’ operations across 
various legal entities and geographic boundaries puts an increased premium on coordinating our 
supervisory responsibilities with other domestic and foreign regulators. Domestically, we and the 
other banking agencies build upon each other’s supervisory reviews and databases. We routinely 
share reports of examination and other agency-institution communications and provide each 
other with access to our organizations’ structure, financial, and supervisory information. To help 
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facilitate and coordinate our supervision of large, complex institutions, we share information on 
proposed examination and supervisory activities for the coming year and coordinate the planning 
and execution of those activities. When appropriate, we hold joint meetings with institutions in¬ 
volving matters of mutual interest and may conduct coordinated reviews or examinations where a 
business activity is conducted across legal entities. Our London office provides us with examiner 
expertise to interact with foreign supervisors and provides a platform to examine national bank 
branches overseas. Our London examiner staff provides a critical network to deal with home/host 
country issues, information-sharing issues, and outsourcing issues. We also participate in the 
Foreign Banking Organization program (along with the Federal Reserve Board) to examine and 
supervise federal branches and agencies in the United States. 

We also are deeply involved in the development of international ha nk supervision policy through 
our participation in the Basel Co mm ittee on Banking Supervision and in the Joint Forum, which 
is an international group of banking, securities, and insurance supervisors; through our regular 
dialogue with foreign banking regulators; and through our international and technical assistance 
programs that provide training and internship opportunities to ha nk supervisors. In fact, not long 
ago we detailed to the Treasury Department four experienced examiners who are now working in 
Iraq. 

To help meet the challenges of an ever more complex banking industry, our resident and field 
examiners and specialists are supported by a team of policy specialists, analysts, accountants, and 
economists in our headquarters office who monitor industry, market and economic trends, provide 
technical expertise, and develop analytical tools and models to support our examination functions. 
For example, our “Canary” system monitors and identifies ha nk s that may have high or increasing 
levels of credit, liquidity, or interest rate risks. Our credit risk and economics staffs have devel¬ 
oped various analytical tools that assist examiners to identify portfolio or industry concentrations 
where risk may be increasing for more in-depth investigation. Our Risk Analysis unit—staffed 
by Ph.D. economists—provides on-site technical assistance to our resident staff in evaluating 
banks’ quantitative risk models and measurement systems. Our National Risk Committee serves 
as a coordinating body to gather and disseminate information from throughout the OCC and the 
financial markets on emerging risk issues and advises me and the OCC’s Executive Committee on 
a quarterly basis of emerging issues and potential policy and supervisory responses. 

Our combination of continuous on-site supervision, with the “ground level” intelligence it pro¬ 
vides on each individual bank’s activities and strategies, coupled with our broader, systemic risk 
analyses, allows us to quickly adjust our supervisory strategies to emerging risks and issues that 
may arise at individual institutions, within business segments or across the industry as a whole. 

It also allows us to leverage the diverse skill sets that are needed to supervise our most complex 
institutions effectively. 
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Response to the Growing Importance of Operating, Strategic, and 
Reputation Risk 

To address the growing importance of these nonfmancial risks, we have taken a number of steps 
to strengthen our supervision and oversight in the critical areas of audit and corporate gover¬ 
nance. In April 2003, we issued an updated examination booklet on internal and external audits. 
This booklet sets forth our expectations that well-planned, properly structured, and independent 
auditing programs are essential to effective risk management and internal control systems. The 
revised booklet incorporates issues related to recent events related to audit programs, including 
the independence provisions of the Sarbanes-Oxley Act and the implementing rules and regula¬ 
tions of the Securities and Exchange Commission (SEC). 

We have also updated our booklet, “Detecting Red Flags in Board Reports—Guide for Directors.” 
This guide provides a bank’s board of directors with an overview of information generally found 
in board reports and highlights various “red flags”—ratios or trends—^that may signal existing or 
potential problems. 

In response to the continued evolution of banking products and structures, the OCC’s Committee 
on Ba nk Supervision has recently directed the formation of an internal group within the OCC to 
oversee and evaluate how new banking products and structures may affect our supervisory activi¬ 
ties. This review committee will function similar to the new product review committees found at 
some of our larger institutions. The committee will have membership from our various supervi¬ 
sory operations, risk, legal, and information technology units. 

We have also taken steps with the other U.S. banking agencies in the areas of audit and corporate 
governance. For example, in August 2003, the agencies issued final joint rules that strengthen 
their authorities to take disciplinary actions against independent public accountants and account¬ 
ing firms that perform audit and attestation services required by section 36 of the Federal Deposit 
Insurance Act. The rules establish procedures under which the agencies can, for good cause, 
remove, suspend, or bar an accountant or firm from performing audit and attestation services for 
insured depository institutions with assets of $500 million or more. In March 2003, the agencies 
issued an updated “Interagency Policy Statement on the Internal Audit Function and Its Outsourc¬ 
ing” to reflect provisions of the Sarbanes-Oxley Act and SEC rules regarding auditor indepen¬ 
dence. The revised policy statement also provides enhanced discussion of the responsibilities of 
a hank’s board of directors and senior management with respect to internal audit and reiterates 
the need for ha nks to maintain strong systems of internal controls and high quality internal audit 
programs. 

More recently, the OCC has worked with the Federal Reserve Board and the Securities and 
Exchange Commission to develop an interagency statement on sound practices for conducting 
complex structured finance activities. These activities generally involve the structuring of cash 
flows and the allocation of risk among borrowers and investors to meet the specific objectives 
of the customer in more efficient ways. They often involve professionals from multiple disci- 
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plines within a financial institution and may be associated with the creation or use of one or more 
special-purpose entities designed to address the economic, legal, tax, or accounting objectives of 
the customer. In the vast majority of cases, structured finance products and the roles played by 
financial institutions with respect to these products have served the legitimate business purposes 
of customers, and these products have become an essential part of U.S. and international capital 
markets. A limited number of complex transactions, however, appear to have been used to alter 
the appearance of a customer’s public financial statements in ways that are not consistent with the 
economic reality of the transaction or to inappropriately reduce a customer’s tax liability. 

The interagency statement, which we expect to soon publish in the Federal Register for comment, 
describes the types of internal controls and risk management procedures that can assist financial 
institutions to identify and address the reputation, legal, and other risks associated with com¬ 
plex structured transactions. The statement, among other things, provides that financial institu¬ 
tions should have effective policies and procedures in place to identify those complex structured 
finance transactions that may involve heightened reputation and legal risk, to ensure that these 
transactions receive enhanced scrutiny by the institution, and to ensure that the institution does 
not participate in illegal or inappropriate transactions. The statement also emphasizes the critical 
role of an institution’s board of directors and senior management in establishing a corporate-wide 
culture that fosters integrity, compliance with the law, and overall good business ethics. 

While regulatory and supervisory initiatives such as these are important to help ha nks manage 
operational, strategic, and reputation risks, it is incumbent on the banking industry to assume 
primary responsibility for its own conduct in these areas. In a speech last year before the Ameri¬ 
can Bankers Association, where I discussed the issues of fair dealing and treatment of custom¬ 
ers, I stressed that the ultimate protection for ha nks is to instill in all employees a dedication to 
the highest standards of fairness and ethical dealing; to make clear to employees that no loan, 
no customer, no profit opportunity is worth compromising those standards; and to take swift and 
decisive action where those standards are violated. The OCC is committed to be vigilant in this 
area and has and will continue to take responsive action when we discover abuses or weaknesses. 

I expect hankers to do the same. 

Basel II Developments 

Because national ha nks have international as well as domestic operations, the OCC must—and 
we do—become involved in the development of approaches to ha nk supervision at the interna¬ 
tional level. Currently, the most significant of these approaches is the ongoing effort to revise the 
1988 Basel Capital Accord. Let me briefly provide you a status report on this effort. 

There have been a number of articles in the press in recent weeks about positions that U.S. 
regulators, and the OCC in particular, may be taking that I believe warrant some clarification and 
amplification. 
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First, let me stress that my U.S. colleagues and I share an overarching goal that Basel II be 
implemented in a ma nn er that is entirely consistent with the safety and soundness and continued 
competitive strength of the U.S. banking system. 

As I have said, ha nks ’ current financial and capital positions are strong, but as the industry 
continues to evolve, so does its risk profile. Recognizing and adapting to changing risk profiles 
and changing risk management practices is critical to maintaining those strengths. These 
observations inform our approach to negotiations in the Basel Committee on Banking Supervision 
regarding Basel II. However, while we recognize that we can and should improve capital 
regulation to take into account changes in banking and risk management, a basic tenet in our 
negotiations over reform of the international capital standards is to do no harm. U.S. ha nks are 
world leaders in many aspects of banking-credit cards and securitizations, for example-and we 
must assure that these important markets are not disrupted or impaired in the name of achieving 
international conformity in capital rules. In view of the fundamental strength and resilience of the 
U.S. financial system, we believe that reforms to our regulatory and supervisory structure must be 
adopted in a prudent, reflective fashion. 

Thus we are fully committed to three things: first, an open rule-making process in which com¬ 
ments are invited and considered, good suggestions are heeded, and legitimate concerns are ad¬ 
dressed; second, a reliable quantitative analysis in which we can assess the likely impact of Basel 
II on the capital of our banks prior to its adoption; and third, a prudent implementation in which 
we make well-reasoned and well-understood changes to bank capital requirements and incorpo¬ 
rate in those changes appropriate conservatism. In this regard, I welcome the questions and issues 
that members of this committee and its staff have raised about this important project and I have 
repeatedly stressed to the Basel Co mm ittee the important role that congressional oversight plays 
in our deliberative process. 

The U.S. agencies’ insistence on a thorough and rigorous deliberative process already has re¬ 
sulted in important modifications to the Basel II proposals. One of the most significant of these 
issues—and one that U.S. hank s were virtually unanimous in criticizing in response to the Ba¬ 
sel Committee’s third consultative paper (CP-3)—involved the fundamental question of what 
losses capital requirements should be designed to cover. CP-3 would have calibrated capital to 
ensure coverage of both expected losses (EL) plus unexpected losses (UL). However, banks in 
the United States today generally measure and manage their internal economic capital allocations 
by reference to UL only, and most hank s consider EL to be covered by a combination of reserves 
and credit pricing. As we examined this issue, we became convinced not only that the banks were 
conceptually correct in their arguments, but that retaining the EL plus UL calibration would have 
severe ramifications—not the least of which might be to seriously jeopardize the industry’s accep¬ 
tance of Basel II framework as being a conceptually sound framework. While many on the Basel 
Committee resisted this initially, the committee ultimately put forth a new proposal in October to 
modify the calibration of Basel II to UL only. This modification was strongly endorsed by indus¬ 
try participants and has now been agreed to by the committee. 
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The committee announced several other important modifications to CP-3 in January that are 
responsive to numerous comments we received on CP-3 and the U.S. agencies’ advanced notice 
of proposed rulemaking (ANPR) that was issued last August. These modifications include simpli¬ 
fying the proposed treatment for securitizations and aligning it more closely to industry practice 
and an agreement to find a prudentially sound solution that better recognizes credit mitigation 
techniques used by the industry. Other issues are still under discussion by the committee’s various 
technical working groups and are scheduled to be considered by the committee at its meeting in 
May. 

Probably the most difficult policy issue remaining involves the appropriate risk-based capital 
treatment of certain retail credit products—unused credit card lines in particular. This issue is crit¬ 
ically important for national ha nks and for the cost and availability of consumer credit, ft is also 
an area in which consensus has been hard to come by. Given the prominence of the retail lending 
business for U.S. banks, and for national ha nks in particular, there is little room for substantive 
compromise, and the OCC will not accept provisions that are likely to unduly disrupt or disadvan¬ 
tage established, well-functioning business practices. We believe that this issue will be resolved in 
a ma nn er that appropriately addresses safety and soundness objectives without altering legitimate 
business practices. 

Notwithstanding the difficulty of these issues, the co mm ittee’s goal is to be in a position by 
mid-year to release a text that will provide the basis for each country’s national implementation 
process. Let me reiterate that point: the release of the next round of proposals does not represent a 
final agreement or accord; rather, it is the platform from which we will launch our more in-depth 
domestic deliberative process. In the United States, that process will have several key steps. 

First, the U.S. agencies will conduct a fourth quantitative impact study (QlS-4) in the third and 
fourth quarters of this year. This study will be based on the committee’s mid-year release and will 
differ in some important aspects from the Basel Co mm ittee’s earlier quantitative studies. QlS-4 
will not only be conducted against the background of a more fully articulated proposal but will 
include a more prominent supervisory role to ensure greater reliability and consistency in survey 
results than has occurred in the past. We continue to believe that we cannot responsibly adopt 
final rules implementing Basel 11 until we have both determined with a high degree of reliabil¬ 
ity what the impact will be on the capital of our banks, and we have made the judgment that the 
impact is acceptable and conducive to the maintenance of a safe and sound banking system in 
the United States. We believe the results of QIS-4 will be more useful than any data we currently 
have in determining the magnitude of the impact of Basel II on ha nk capital and potential com¬ 
petitive inequities, as well as determining ultimately what to do about them. 

Second, in another effort to increase our practical understanding of the effects of Basel, the U.S. 
agencies have commenced an operational risk benchmarking review at a number of the largest 
institutions. Information obtained through this effort will enhance agency understanding of cur¬ 
rent qualitative and quantitative operational risk practices and will assist agency efforts to develop 
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additional supervisory guidance and training materials for banks and examiners on the operational 
risk component of Basel II. Throughout this period we will continue our dialogue with banks and 
other interested stakeholders on various issues that Basel II may raise. 

Those projects and discussions will help us in the third key step in Basel implementation, devel¬ 
oping a joint notice of proposed rulemaking (NPR) that will set forth the proposed regulatory text 
for Basel II in the United States. Currently we anticipate that such an NPR will be released for 
public co mm ent in late 2005 or early 2006. At the OCC, we have made a preliminary determina¬ 
tion that this rule making will be a “significant regulatory action” for purposes of Executive Or¬ 
der 12866. Consequently, we will prepare and submit to the Office of Management and Budget’s 
(0MB) Office of Information and Regulatory Affairs (OIRA) an economic analysis that includes 

• A description of the need for the rules and an explanation of how they will meet the need; 

• An assessment of the benefits anticipated from the rules together with, to the extent feasible, 
a quantification of those benefits; 

• An assessment of the costs anticipated from the rules together with, to the extent feasible, a 
quantification of those costs; and 

• An assessment of potentially effective and reasonably feasible alternatives to the planned 
regulation and an explanation why the planned regulatory action is preferable to the identified 
potential alternatives. 

We have begun discussions with the OMB’s OIRA regarding how these analyses will be designed 
and conducted. Our analysis will be published as part of our notice and comment process. 

Finally, as the rulemaking process for the domestic implementation of Basel II moves forward, 
we and the other U.S. agencies are exploring the implications that Basel II may have on non-man¬ 
datory ha nks and what, if any changes we should make to our capital regulations for those banks. 
Any such changes will, of course, be subject to public notice and comment. 

As my testimony conveys, while we have made important strides in trying to develop a more risk- 
sensitive capital framework for internationally active banks, there is still a long way to go before 
Basel II is completed and adopted. As I have repeatedly stated before Congress and in the Basel 
Committee, a new accord cannot be completely finalized until national implementation proce¬ 
dures have been completed and I am committed to a notice and comment process that is open 
and fair and responsive to public co mm ents. The OCC and other U.S. agencies have recognized 
the possibility that, even in the late stages, public comments might reveal flaws in the proposal 
that will need to be addressed before we can issue final implementing regulations. The OCC’s 
ultimate willingness to sign onto Basel II is going to depend on whether we are satisfied with the 
final product. 
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IV. Conclusion 

In conclusion, Mr. Chairman, the national banking system is sound, and its recent performance 
has been strong. It has successfully weathered the recent recession, and it is responding in dynam¬ 
ic fashion to the changes in the financial services marketplace. The OCC, too, is keenly focused 
on keeping pace with change—^by improving the approaches we use to supervise the industry, and 
by striving to ensure that national ha nks remain the safe, and sound, competitive, and high-integ¬ 
rity engines of our economy that they were designed to be. We look forward to working produc¬ 
tively with you, with the members of this committee, and with state officials as we pursue our 
efforts to achieve that goal. 
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Remarks by John D. Hawke, Jr., Comptroller of the Currency, 
before a Conference on Credit Rating and Scoring Models, on 
quantitative methods in bank supervision, Alexandria, Virginia, 
May 17, 2004 

Let me extend a warm personal welcome to all of you, and a special note of appreciation to those 
who have traveled great distances to join us. Anyone who doubted that this is the Era of the 
Modeler in risk management need only look at the response to the announcement of this confer¬ 
ence and the great outpouring of interest we have here today. Your participation not only furthers 
the discussion on how to develop and implement methods for validating, tracking, and testing 
the performance of rating and scoring models, it also furthers the public interest in a stable and 
healthy global financial system. 

But, it occurred to me that as leading practitioners in this relatively young and exciting field, 
some of you may be more familiar with the specialized work of your OCC colleagues—work that 
I’m delighted to say will be on prominent display over the next couple of days—than with the 
core mission of the OCC itself: the crucial mission of ensuring the safety and soundness of the 
national banking system of the United States. 

The OCC was entrusted with this mission more than 140 years ago, back in the days of Lincoln. 
And, for most of the period since then, it was a mission we pursued with a singular constancy of 
technique and purpose. 

As recently as a long generation ago, the OCC was an organization of traditional ha nk examin¬ 
ers, a scattering of attorneys, along with clerks and a few others. It reflected the one-dimensional 
nature of the industry we supervised. But, over the past four decades, bank supervision has been 
changing at a breathtaking pace—mirroring the evolution of the financial services industry itself 
This conference, bringing together experts with specialties that fall far outside the mainstream of 
traditional ha nk supervision, is a further sign of how far this change has come. 

In light of all this, I thought it would be useful to talk about how this change came about—how 
it happened, in other words, that we and other financial regulators now depend so heavily on the 
unique skills of quantitative analysts, modelers, and a host of other specialists, as members of a 
diverse team that works together to ensure the safety and soundness of our financial system. 

We can start this little historical excursion about a century ago. Before going on to become one 
of the greatest American men of letters, William Sydney Porter, better known as O. Henry, spent 
several years toiling as a clerk at a national ha nk —experience he put to good use as the setting for 
a tale—called “Friends in San Rosario”—in which an OCC national ha nk examiner is one of the 
chief protagonists. At the OCC, we’ve been cringing at O. Henry’s characterization ever since. 

His examiner went by the name of Nettlewick, and he just oozed brusque bureaucratic officious¬ 
ness. In the story, and without so much as a nod of greeting, he storms into the bank, counts the 
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cash, adds up the deposits, looks at a sampling of the loans, and pronounces the work done. O. 
Henry wrote short stories, of course, but short shrift is what most examiners of those early days 
made of the typical national bank. 

I would like to tell you that O. Henry took vast liberties with his facts, but alas, he knew whereof 
he spoke. An experienced examiner in those days could wrap up the exam at a fair-sized national 
bank in half a day or less and move on to the next, not to be seen nor heard from again for a year 
or two—or even longer. In those days, examiners were paid a fee for each ha nk they reviewed, 
so they had a material incentive to hasten things along, perhaps subordinating their governmental 
interest to their own pecuniary one, even if the result was a superficial exam. Nettlewick did just 
what examiners in those days did: examined banks, one after the other, without pause, and col¬ 
lected a fee from each. 

Contrast this, however, with the account of an actual OCC examiner, reflecting on his 40-year 
career, which ended in the 1970s, and it turns out that there’s not as much contrast as one might 
expect—or hope: 

“We tried to take charge of all the records and inspect them. Cash was counted, ledgers were 
balanced, loans were balanced, then appraised, and bonds were verified and priced. Invoices 
on bonds purchased since the preceding examination were verified. Correspondent ha nk 
accounts were reconciled. Time certificates, cashiers checks, and certified checks were bal¬ 
anced, and a numerical list made for the next examination.” 

It sounded much the same. 

One thing did change much for the better over the years. Once examiners were placed on salary 
in 1914, examiners stopped fixating on railroad timetables and started taking the time they needed 
to get to know—really know—^their ha nks and the ha nk ers who managed them. Good examiners 
develop a sixth sense about a troubled bank—something they can almost sniff out before they sit 
down and start reviewing the records. 

But, examiners don’t have mystical powers. Their effectiveness comes from training and experi¬ 
ence—in classrooms, through on-the-job analysis and interaction with more seasoned colleagues. 
Not until the 1960s did the OCC require that new examiners have college degrees, although most 
did anyway. Of course, bankers of the World War II era were not always college-trained, either. It 
was one more way that ha nk supervision mirrored the industry. 

Until fairly recently, the mechanics of ha nk examination remained almost as simple and straight¬ 
forward as they were in O. Henry’s time, and so was the psychology of the banker-examiner 
relationship. Sometimes, it seemed as though terrorizing ha nk ers was almost a requirement of the 
examiner’s job. When O. Henry’s Nettlewick showed up and demanded that the chief teller turn 
over the cash, that conscientious bank official did so with a trembling hand, even though he knew 
that it was “right to a cent, and he had nothing to fear.” Even so, the banker “was nervous and 


QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 119 


SPEECHES AND CONGRESSIONAL TESTIMONY 


flustered. So was every one in the hank. There was something so icy and swift, so impersonal and 
uncompromising about this [examiner] that his very presence seemed an accusation. He looked to 
be a man who would never make nor overlook an error.” 

And, more than half a century later, in the official instructions issued to national ha nk examiners, 
it was thus stated flatly: “The examination of a ha nk is always begun without prior notice and in 
a manner that will preserve the element of surprise. Hotel or other accommodations should be 
arranged so that advance notice of the examination will be avoided. Personal mail should not be 
directed to the hank. The element of surprise is an important factor contributing to a successful 
and effective examination. The examination staff should assemble near the ha nk briefly and as 
inconspicuously as possible. Greetings [to bank personnel] should be courteous but brief in order 
that assets and records may be taken under control as soon as possible.” 

One could almost see our friend Nettlewick writing these instructions himself. 

But, beginning in the 1970s, the OCC’s whole approach to examination—the mechanics of the 
process as well as the relationships that a good bank examination entails—began to change. It had 
become clear that the by-the-numbers, one-size-fits-all approach left a lot to be desired, especially 
as the risks banks faced became more esoteric and sophisticated. Interest rate risk, liquidity risk, 
risks associated with off-balance-sheet transactions, and risks arising from bad strategic decisions 
required more imagination on the part of ha nk supervisors. They required examiners who could 
think and act critically, who knew how to ask the right questions, and who had the patience and 
good manners to listen to the answers, and who were as sophisticated and knowledgeable when it 
came to modem methods as the ha nk ers themselves. 

By the 1970s, it was also becoming increasingly clear to the OCC that the old approach—with its 
repetitive, labor-intensive emphasis on checking individual loans and validating routine transac¬ 
tions, and guns-blazing skepticism—was becoming increasingly untenable, from both a method¬ 
ological and resource standpoint. 

In the 1970s it was also becoming more apparent that the banking business was undergoing major 
change. Those changes reflected the combined impact of changes in demand for banking services 
and the supply of those services. On the demand side, the primary driver of change has been 
increased competition. While banks once operated in a somewhat segmented market, providing 
transactions and savings services to households and lending to businesses, nonbanks were begin¬ 
ning to compete in virtually all dimensions. Of course, laws against the combination of commer¬ 
cial and investment banking and against interstate branching reinforced the segmentation of the 
U.S. banking business against the growing competition. But, when those legal constraints even¬ 
tually fell, the resulting increase in competition merely confirmed the trend, apparent decades 
earlier, toward a more vibrant and competitive banking system. 

The upshot of growing competition is that banks have found that they must be responsive to 
customer demands for services or risk losing those customers. Of course, this change in competi- 
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tiveness in banking has happened against a backdrop of changing customer appetites for financial 
services products. Both household and business customers have responded to the advances in 
financial technology and have profoundly changed the way they use financial assets. The post- 
World War II advances in financial economics that gave us Markowitz portfolio theory, options 
pricing, and derivatives trading have touched all bank customers. For example, while they may 
not realize it, even relatively less-sophisticated U.S. households use “structured finance.” If you 
need to be convinced of that point, consider the impressive array of mortgage products available 
today, reflecting different combinations of cash flow structures and options, to accomplish what is 
basically the same secured borrowing transaction. 

The factors affecting banking from the supply side are, if anything, more dramatic than the driv¬ 
ers of changing demand. The same advances in financial economics that touched businesses and 
households have swept over banking. Derivatives trading, hedging, securitization, credit scoring, 
and structured finance, which are all routine parts of banking today, were exotic or nonexistent 30 
years ago. Credit risk management, on a portfolio basis, was conducted implicitly 30 years ago 
through crude limit-setting devices that attempted to avoid concentrations to single borrowers, 
single industries, or geographic regions. And, interest rate risk was only beginning to be ad¬ 
dressed systematically with the wider recognition of concepts such as “duration.” 

The advances in, and dissemination of, financial technology cannot be separated from advances 
in computer and telecommunications technology used by banks. The advances in the technology 
are well known to the people in this audience. That these advances have had profound impacts on 
every aspect of banking is, perhaps, taken for granted. 

In the fourth quarter of 2003, the notional values of derivatives contracts traded by U.S. commer¬ 
cial ba nks was $71.1 trillion; 30 years ago, it was virtually zero. With today’s vast ATM network, 
it’s easy to lose sight of the fact that it was only 35 years ago that the first ATM was installed in a 
bank lobby. And, while lending is now conducted over vast distances, it was once a local activity. 
Mortgage lending provides an obvious example of the role of nonlocal lenders. But, even small 
business lending, which was once the province of the local community bank, is being influenced 
by the wider availability of credit scoring and easier telecommunications. Preliminary research 
by economists at the OCC, collaborating with economists from outside the agency, demonstrates 
that trend. Using data from the Small Business Administration, they have shown that the average 
physical distance between SBA borrowers and their lenders has increased fivefold over a decade, 
from 5 miles to 25 miles. There is little doubt that the way in which banking is conducted has 
changed. 

The results of the changes I have highlighted were industry upheaval and phenomenal industry 
growth. In 1960, there were nearly 13,000 commercial banking organizations in the U.S., and 91 
percent of them had real assets—in terms of 1996 dollars—of under $ 100 million. By the year 
2000, there were fewer than 7,000 commercial banking organizations, and 60 percent of them had 
real assets under $ 100 million. While those numbers give the general impression of a consolidat- 
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ing industry, they do not reveal the true extent of the change. In 1960, there were only three ha nks 
with real assets of $25 billion or more; in 2000, that number had risen to 34. 

But, even those numbers do not give an adequate sense of the magnitude of the change. After the 
most recent mergers, the United States now has three banking companies with over one trillion in 
assets. There is little doubt that today’s banking industry is much different—and more complex— 
than it was decades ago. 

Those changes in business activities, size, and complexity have required U.S. regulators to adopt 
an entirely different approach to supervision. I would like to claim that we made these changes in 
a perfectly anticipatory fashion, recognizing the changing risks and market pressures. However, 
we all know such proactive change is rare. Instead, a succession of highly public bank failures in 
the 1970s and the systemic threats of the 1980s demonstrated to us that we had to change the way 
that we conducted bank supervision. 

From these needs emerged the OCC’s risk-based approach to supervision—an approach predi¬ 
cated on spending more time analyzing the quality of ha nk systems and controls and leaving the 
business of bean-counting to the auditors. This shift has literally transformed bank supervision— 
not only in the United States, but in large part because the OCC, with its reputation for pioneer¬ 
ing excellence, has adopted it—also around the world. It has, furthermore, transformed the OCC 
and its people: today our examiners hold advanced degrees and certifications, are encouraged to 
continue their professional educations throughout their careers, and are recognized as some of the 
leading experts in the most esoteric financial fields. And, the generalist examiner ra nks are aug¬ 
mented with specialists who also participate in bank supervision. Most relevant for this confer¬ 
ence are the specialists in risk modeling who are housed in our Economics department, and who 
are the organizers of this conference. 

The basic premise of risk-based supervision is that supervisory resources should be brought to 
bear where they are needed—and preferably, before they’re needed—based on the bank’s condi¬ 
tion and on the potential systemic consequences should its condition deteriorate. This approach 
seeks to determine whether banks have identified and controlled the risks they have assumed; 
it seeks to validate the quality of a bank’s internal risk management systems. And, it rejects the 
logic of a purely calendar-driven, episodic examination regime of what seems like long ago, in 
which a ha nk may be forgotten until it shows up again on the examination calendar 18 months 
after the last. Instead, we now conceive of supervision as an ongoing process, in which examiners 
are responsible for both on- and off-site monitoring the condition of the institutions within their 
portfolios, on a continuous basis. 

It was in the early 1990s that quantitative economists began participating more directly in the 
examination process itself At first, their role in examinations was mostly limited to interpreting 
for examiners who found themselves baffled by the quantitative methods increasingly in vogue in 
the banking industry. Over time, however, many of our quantitative economists have become full- 
fledged members of the examination team, integrated not only into our Large Bank program, but 
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in our Midsize and Community Bank examinations as well. 

Inereasingly, our quantitative eeonomists are joining examiners on the seene to offer erueial as¬ 
sessments on whether banks, having ehosen to rely on advaneed models to manage their various 
risk exposures, understand the limitations of those models. 

If industry developments over the past deeade have elevated the importanee within ha nk supervi¬ 
sion of the ability to evaluate quantitative models, the immediate future portends even heavier 
burdens as Basel II nears eompletion. As many of you know, the updated rule will plaee tremen¬ 
dous emphasis on banks’ own internal risk models to determine how mueh eapital they will have 
to hold, and, in both the rule-making proeess and onee the rule goes into operation, U.S. bank 
supervisors will faee an enormous ehallenge in validating models, especially during the period 
when the rules are being phased in. Examiners will need to be trained in the new methodologies, 
and we will be relying heavily on the men and women who already possess that expertise. The 
challenges will be enormous. 

Yet, while the role that quantitative economists play in the examination process is large and grow¬ 
ing, we have not by any means abandoned the fundamental set of skills that has distinguished 
OCC supervision for nearly all of our organizational life. Banking is still a business involving 
people as well as numbers; and as long as it remains so, judgment and expertise-the so-called 
“soft skills”—will weigh preponderantly in the assessments that examiners are called upon to 
make. We have found over time that the key to effective supervision is being open to new tools 
and methodologies and integrating those that work into our established processes. Over the years, 
our goals and objectives have not changed, but our approaches have constantly evolved. That 
flexibility has made it possible for the OCC to stay current with a rapidly changing financial ser¬ 
vices environment and to continue to be effective as we carry out the mission entrusted to us back 
in the days of Lincoln. 
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Statement of John D. Hawke, Jr., Comptroller of the Currency, 
before the U.S. Senate Committee on Banking, Housing, and 
Urban Affairs, on combating money laundering, Washington, 

D.C., Junes, 2004 

Statement required by 12 U.S.C. 250: The views expressed herein are those of the Office of the 
Comptroller of the Currency and do not necessarily represent the views of the President. 

I. Introduction 

Chairman Shelby, Ranking Member Sarbanes, members of the eommittee, I appreeiate the oppor¬ 
tunity to appear before you today to diseuss the ehallenges we at the Offiee of the Comptroller of 
the Curreney (OCC)—and other fmaneial institution regulators—faee in eombating money laun¬ 
dering in the U.S. finaneial system, and how we are meeting those ehallenges. I will also address 
the enforeement aetions in this area we have reeently taken against Riggs Bank, N.A. 

As the regulator of national banks, the OCC has long been eommitted to the fight against money 
laundering. For more than 30 years, the OCC has been responsible for ensuring that the ha nk s 
under its supervision have the neeessary eontrols in plaee and provide requisite notiees to law 
enforeement to assure that those ha nks are not used as vehieles to launder money for drug traf- 
fiekers or other eriminal organizations. The tragie events of 9/11 have brought into sharper foeus 
the related coneem of terrorist finaneing. Together with the other federal banking ageneies, the 
banking industry, and the law enforeement eommunity, the OCC shares the eommittee’s goal of 
preventing and deteeting money laundering, terrorist finaneing, and other eriminal aets and the 
misuse of our nation’s fmaneial institutions. 

The eornerstone of the federal government’s anti-money laundering (AML) efforts is the Bank 
Seereey Aet (BSA). Enaeted in 1970, the BSA is primarily a reeord-keeping and reporting statute 
that is designed to ensure that banks and other fmaneial institutions provide relevant information 
to law enforeement in a timely fashion. The BSA has been amended several times, most recently 
through passage of the USA PATRIOT Act in the wake of the 9/11 tragedy. Both the Secretary 
of the Treasury, through the Financial Crimes Enforcement Network (FinCEN), and the federal 
banking agencies, have issued regulations implementing the BSA, including regulations requir¬ 
ing all banks to have a BSA compliance program, and to file reports such as suspicious activity 
reports (SARs) and currency transaction reports (CTRs). 

Due to the sheer volume of financial transactions processed through the U.S. financial system, 
primary responsibility for compliance with the BSA and the AME statutes rests with the nation’s 
financial institutions themselves. The OCC and the other federal banking agencies are charged 
with ensuring that the institutions we supervise have strong AME programs in place to identify 
and report suspicious transactions to law enforcement, and that such reports are, in fact, made. 
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Thus, our supervisory processes seek to ensure that banks have systems and controls in place to 
prevent their involvement in money laundering, and that they provide the types of reports to law 
enforcement that the law enforcement agencies, in turn, need in order to investigate suspicious 
transactions that are reported. 

To accomplish our supervisory responsibilities, the OCC conducts regular examinations of 
national banks and federal branches and agencies of foreign ha nks in the United States. These 
examinations cover all aspects of the institution’s operations, including compliance with the BSA. 
Our resources are concentrated on those institutions, and areas within institutions, of highest risk. 
In cases of noncompliance, the OCC has broad investigative and enforcement authority to address 
the problem. 

Unlike other financial institutions, which have only recently become subject to compliance 
program and SAR filing requirements, ha nks have been under such requirements for years. For 
example, banks have been required to have a BSA compliance program since 1987, and have 
been required to file suspicious activity reports (SARs) (or their predecessors) since the 1970s. 
Not surprisingly, most hank s today have strong AML programs in place, and many of the largest 
institutions have programs that are among the best in the world. There are now approximately 1.3 
million SARs in the centralized database that is maintained by FinCEN. While the PATRIOT Act 
further augmented the due diligence and reporting requirements for ha nk s in several key areas, 
one of its primary objectives was to impose requirements on nonbanking institutions that had long 
been applicable to banks. 

The OCC’s efforts in this area do not exist in a vacuum. We have long been active participants in 
a variety of interagency working groups that include representatives of the Treasury Department, 
law enforcement, and the other federal banking agencies. We also work closely with the FBI and 
other criminal investigative agencies, providing them with documents, information, and exper¬ 
tise on a case-specific basis. In addition, when we are provided with lead information from a law 
enforcement agency, we use that information to investigate further to ensure that BSA compliance 
systems are adequate. 

We continue to work to improve our supervision in this area and we are constantly revising and 
adjusting our procedures to keep pace with technological developments and the increasing so¬ 
phistication of money launderers and terrorist financers. For example, along with the other federal 
banking agencies, the OCC recently developed examination procedures to implement several key 
sections of the PATRIOT Act, and we expect to be issuing a revised version of our BSA Hand¬ 
book booklet by year-end. We have also recently initiated two programs that will provide stronger 
and more complete analytical information to assist our examiners in identifying ha nks that may 
have high money-laundering risk. Specifically, we are developing a database of national-bank- 
filed SARs with enhanced search and reporting capabilities, and we also are developing and will 
implement nationwide a new risk assessment process to better identify high-risk banks. Addi- 
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tionally, we are exploring with FinCEN and the other banking agencies better ways to use BSA 
information in our examination process to better identify risks and vulnerabilities in the banking 
system. 

Recent events surrounding Riggs Bank, N.A., have heightened interest in how the banking agen¬ 
cies, and the OCC in particular, conduct supervision for BSA/AML compliance. Together with 
FinCEN, the OCC recently assessed a record $25 million civil money penalty (CMP) against 
Riggs Bank, N.A. The OCC also imposed a supplemental cease-and-desist (C&D) order on the 
bank, requiring the institution to strengthen its controls and improve its processes in the BSA/ 
AME area. Along with the C&D order we issued against the ha nk in July 2003, these and other 
actions we have taken have greatly reduced the bank’s current risk profde. 

However, with the benefit of hindsight, it is clear that the supervisory actions that we previously 
took against the ha nk were not sufficient to achieve satisfactory and timely compliance with the 
BSA, that more probing inquiry should have been made into the ha nk ’s high-risk accounts, and 
that stronger, more forceful enforcement action should have been taken sooner. While we do not 
believe that Riggs is representative of the OCC’s supervision in the BSA/AME area, we are none¬ 
theless taking a number of steps to guard against a repeat of this type of situation. In this regard, 

I have directed that our Quality Management Division commence a review and evaluation of our 
BSA/AME supervision of Riggs and make recommendations to me on several issues concerning 
our approach to and the adequacy of our BSA/AME supervision programs generally and particu¬ 
larly with respect to Riggs. 

II. Background and Legal Framework 

In 1970 Congress passed the Currency and Foreign Transactions Reporting Act otherwise known 
as the Bank Secrecy Act (BSA), which established requirements for record keeping and report¬ 
ing by private individuals, banks, and other financial institutions. The BSA was designed to help 
identify the source, volume, and movement of currency and other monetary instruments into or 
out of the United States or being deposited in financial institutions. The statute sought to achieve 
that objective by requiring individuals, banks, and other financial institutions to create a paper 
trail by keeping records and filing reports of certain financial transactions and of unusual cur¬ 
rency transfers. This information then enables law enforcement and regulatory agencies to pursue 
investigations of criminal, tax and regulatory violations. 

The BSA regulations require all financial institutions to submit various reports to the govern¬ 
ment. The most co mm on of these reports are: (1) FinCEN Form 104 (formerly IRS Form 4789)- 
Currency Transaction Report (CTR) for each payment or transfer, by, through, or to a financial 
institution, which involves a transaction in currency of more than $10,000; and (2) FinCEN 
Form 105 (formerly Customs Form 4790)-Report of International Transportation of Currency or 
Monetary Instruments (CMIR) for each person who physically transports monetary instruments 
in an aggregate amount exceeding $10,000 into or out of the United States. Bank supervisors are 
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not responsible for investigating or prosecuting violations of criminal law that may be indicated 
by the information contained in these reports; they are, however, charged with assuring that the 
requisite reports are fded timely and accurately. 

The Money Laundering Control Act of 1986 precludes circumvention of the BSA requirements 
by imposing criminal liability for a person or institution that knowingly assists in the laundering 
of money, or who structures transactions to avoid reporting. It also directed banks to establish and 
maintain procedures reasonably designed to assure and monitor compliance with the reporting 
and record keeping requirements of the BSA. As a result, on January 27, 1987, all federal bank 
regulatory agencies issued essentially similar regulations requiring banks to develop procedures 
for BSA compliance. The OCC’s regulation requiring that every national ha nk maintain an effec¬ 
tive BSA compliance program is set forth at 12 CFR 21.21 and is described in more detail below. 

Together, the BSA and the Money Laundering Control Act charge the hank regulatory agencies 
with 

• Overseeing banks’ compliance with the regulations described, which direct banks to establish 
and maintain a BSA compliance program; 

• Requiring that each examination includes a review of this program and describes any prob¬ 
lems detected in the agencies’ report of examination; and 

• Taking C&D actions if the agency determines that the bank has either failed to establish the 
required procedures or has failed to correct any problem with the procedures that was previ¬ 
ously cited by the agency. 

The Annunzio-Wylie Anti-Money-Laundering Act, which was enacted in 1992, strengthened the 
sanctions for BSA violations and the role of the Treasury Department. It contained the following 
provisions: 

• A so-called “death penalty” sanction, which authorized the revocation of the charter of a bank 
convicted of money laundering or of a criminal violation of the BSA; 

• An authorization for Treasury to require the filing of suspicious-transaction reports by finan¬ 
cial institutions; 

• The grant of a “safe harbor” against civil liability to persons who report suspicious activity; 
and 

• An authorization for Treasury to issue regulations requiring all financial institutions, as de¬ 
fined in BSA regulations, to maintain “minimum standards” of an AML program. 

Two years later. Congress passed the Money Laundering Suppression Act, which primarily ad- 
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dressed Treasury’s role in eombating money laundering. This statute 

• Direeted Treasury to attempt to reduee the number of CTR filings by 30 pereent and, to assist 
in this effort, it established a system of mandatory and diseretionary exemptions for banks; 

• Required Treasury to designate a single ageney to reeeive SARs; 

• Required Treasury to delegate CMP powers for BSA violations to the federal ha nk regulatory 
ageneies subjeet to sueh terms and eonditions as Treasury may require; 

• Required nonbank finaneial institutions to register with Treasury; and 

• Created a safe harbor from penalties for ha nks that use mandatory and diseretionary exemp¬ 
tions in aeeordanee with Treasury direetives. 

Finally, in 2001, as a result of the 9/11 terror attaeks. Congress passed the USA PATRIOT Aet. 

The PATRIOT Aet is arguably the single most signifieant AML law that has been enaeted sinee 
the BSA itself. Among other things, the PATRIOT Aet augmented the existing BSA framework by 
prohibiting banks from engaging in business with foreign shell banks, requiring banks to enhanee 
their due diligenee proeedures eoneeming foreign eorrespondent and private banking aeeounts, 
and strengthening their eustomer identifieation proeedures. The PATRIOT Aet also 

• Provides the Seeretary of the Treasury with the authority to impose speeial measures on juris- 
dietions, institutions, or transaetions that are of “primary money-laundering eoneem”; 

• Faeilitates reeords aeeess and requires ha nk s to respond to regulatory requests for information 
within 120 hours; 

• Requires regulatory ageneies to evaluate an institution’s AML reeord when eonsidering ha nk 
mergers, aequisitions, and other applieations for business eombinations; 

• Expands the AML program requirements to all finaneial institutions; and 

• Inereases the eivil and eriminal penalties for money laundering. 

The OCC and the other federal banking ageneies have issued two virtually identieal regulations 
designed to ensure eomplianee with the BSA. The OCC’s BSA eomplianee regulation, 12 CFR 
21.21, requires every national ha nk to have a written program, approved by the board of direetors, 
and refieeted in the minutes of the bank. The program must be reasonably designed to assure and 
monitor eomplianee with the BSA and must, at a minimum, (1) provide for a system of internal 
eontrols to assure ongoing eomplianee, (2) provide for independent testing for eomplianee, (3) 
designate an individual responsible for eoordinating and monitoring day-to-day eomplianee, and 
(4) provide training for appropriate personnel. In addition, the implementing regulation for see- 
tion 326 of the PATRIOT Aet requires that every ha nk adopt a eustomer identifieation program as 
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part of its BSA compliance program. 

The OCC’s SAR regulation, 12 CFR 21.11, requires every national bank to file a SAR when they 
detect certain known or suspected violations of federal law or suspicious transactions related to a 
money-laundering activity or a violation of the BSA. This regulation mandates a SAR filing for 
any potential crimes (1) involving insider abuse regardless of the dollar amount, (2) where there 
is an identifiable suspect and the transaction involves $5,000 or more, and (3) where there is no 
identifiable suspect and the transaction involves $25,000 or more. Additionally, the regulation re¬ 
quires a SAR filing in the case of suspicious activity that is indicative of potential money launder¬ 
ing or BSA violations and the transaction involves $5,000 or more. 

III. OCC’S BSA/AML Supervision 

The OCC and the other federal banking agencies are charged with ensuring that ha nks maintain 
effective AML programs. The OCC,s AML responsibilities are coextensive with our regulatory 
mandate of ensuring the safety and soundness of the national banking system. Our supervisory 
processes seek to ensure that institutions have compliance programs in place that include systems 
and controls to satisfy applicable CTR and SAR filing requirements, as well as other reporting 
and record-keeping requirements to which ha nks are subject under the BSA. 

The OCC devotes significant resources to BSA/AML supervision. The OCC has nearly 1700 
examiners in the field, many of whom are involved in both safety and soundness and compli¬ 
ance with applicable laws including the BSA. We have over 300 examiners on-site at our largest 
national banks, engaged in continuous supervision of all aspects of their operations. In 2003, the 
equivalent of approximately 40 full-time employees were dedicated to BSA/AML supervision. 
The OCC also has three full time BSA/AML compliance specialists in our Washington, D.C., 
headquarters office dedicated to developing policy, training, and assisting on complex examina¬ 
tions. In addition, the OCC has a full-time fraud expert in Washington, D.C., who is responsible 
for tracking the activities of offshore shell ha nk s and other vehicles for defrauding ha nk s and the 
public. These resources are supplemented by dozens of attorneys in our district offices and Wash¬ 
ington, D.C., headquarters office who work on compliance matters. In 2003 alone, not including 
our continuous large bank supervision, the OCC conducted approximately 1,340 BSA examina¬ 
tions of 1,100 institutions and, since 1998, we have completed nearly 5,700 BSA examinations of 
5,300 institutions. 

The OCC monitors compliance with the BSA and money laundering laws through its BSA 
compliance and money-laundering prevention examination procedures. The OCC’s examination 
procedures were developed by the OCC, in conjunction with the other federal banking agencies, 
based on our extensive experience in supervising and examining national ha nks in the area of 
BSA/AML compliance. The procedures are risk-based, focusing our examination resources on 
high-risk ha nks and high-risk areas within banks. During an examination, examiners use the pro- 
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cedures to review the ha nk ’s policies, systems, and controls. Examiners test the bank’s systems 
by reviewing certain individual transactions when they note control weaknesses, have concerns 
about high-risk products or services in a bank, or receive information from a law enforcement or 
other external source. 

In 1997, the OCC formed the National Anti-Money-Laundering Group (NAMLG), an internal 
task force that serves as the focal point for all BSA/AML matters. Through the NAMLG, the 
OCC has undertaken a number of projects designed to improve the agency’s supervision of the 
BSA/AML activities of national banks. These projects include the development of a program 
to identify high-risk ha nks for expanded scope BSA examinations and the examination of those 
banks using agency experts and expanded procedures; examiner training; the development of re¬ 
vised examination procedures; and the issuance of policy guidance on various BSA/AML topics. 

Over the years, the NAMLG has had many significant accomplishments including 

• Publishing and updating numerous guidance documents, including the Comptroller’s BSA 
Handbook booklet, extensive examination procedures, numerous OCC advisories, bulletins, 
and alerts, and a comprehensive reference guide for bankers and examiners; 

• Providing expertise to the Treasury Department and the Department of Justice in drafting the 
annual U.S. National Money Laundering Strategy; 

• Providing expertise to the Treasury Department, LinCEN, and the other federal banking agen¬ 
cies in drafting the regulations to implement the PATRIOT Act; and 

• Developing state-of-the-art training programs for OCC and other federal and foreign regula¬ 
tory authorities in training their examiners in BSA/AML supervision. 

To deploy its resources most effectively, the OCC uses criteria developed by NAMLG that targets 
banks for expanded scope AML examinations. Experienced examiners and other OCC experts 
who specialize in BSA compliance, AML, and fraud are assigned to the targeted examinations. 
The examinations focus on areas of identified risk and include comprehensive transactional test¬ 
ing procedures. The following factors are considered in selecting banks for targeted examinations: 

• Locations in high-intensity drug trafficking areas (HIDTA) or high-intensity money-launder¬ 
ing and related financial crime areas (HILCA); 

• Excessive currency flows; 

• Significant international, private banking, fiduciary, or other high-risk activities; 

• Unusual suspicious activity reporting patterns; 

• Unusual large currency transaction reporting patterns; and 
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• Fund transfers or account relationships with drug source countries or countries with stringent 
financial secrecy laws. 

The program may focus on a particular area of risk in a given year. For example, our 2005 target¬ 
ing program will focus on ha nks that have significant business activity involving foreign money 
services businesses. In prior years, our targeting focus has been on ha nk s that have significant 
business activity in private banking, offshore banking, and lines of business subject to a high risk 
of terrorist financing. 

Other responsibilities of the NAMLG include sharing information about money laundering is¬ 
sues with the OCC’s district offices; analyzing money-laundering trends and emerging issues; 
and promoting cooperation and information sharing with national and local AML groups, the law 
enforcement community, ha nk regulatory agencies, and the banking industry. 

NAMLG has also worked with law enforcement agencies and other regulatory agencies to 
develop an interagency examiner training curriculum that includes instruction on common 
money-laundering schemes. In addition, the OCC has conducted AML training for foreign bank 
supervisors and examiners two to three times per year for the past four years. Over 250 foreign 
bank supervisors have participated in this training program. Recently, the World Bank contracted 
with the OCC to tape our international BSA school for worldwide broadcast. The OCC has also 
partnered with the State Department to provide AML training to high-risk jurisdictions, including 
selected Middle Eastern countries. And we consistently provide instructors for the Federal Finan¬ 
cial Institutions Examination Council schools, which are now patterned after the OCC’s school. 

In total, the OCC’s AME schools have trained approximately 550 OCC examiners over the past 
five years. 

OCC’s Enforcement Authority 

Effective ha nk supervision requires clear communications between the OCC and the ha nk ’s se¬ 
nior management and board of directors. In most cases, problems in the BSA/AME area, as well 
as in other areas, are corrected by bringing the problem to the attention of ha nk management and 
obtaining management’s commitment to take corrective action. An OCC report of examination 
documents the OCC’s findings and conclusions with respect to its supervisory review of a bank. 
Once problems or weaknesses are identified and communicated to the bank, the ha nk ’s senior 
management and board of directors are expected to promptly correct them. The actions that a 
bank takes, or agrees to take, to correct deficiencies documented in its report are important factors 
in determining whether more forceful action is needed. 

OCC enforcement actions fall into two broad categories: informal and formal. In general, infor¬ 
mal actions are used when the identified problems are of limited scope and magnitude and ha nk 
management is regarded as committed and capable of correcting them. Informal actions include 
commitment letters, memoranda of understanding and matters requiring board attention in exami¬ 
nation reports. These generally are not public actions. 
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The OCC also may use a variety of formal enforeement aetions to support its supervisory objee- 
tives. Unlike most informal aetions, formal enforeement aetions are authorized by statute, are 
generally more severe, and are diselosed to the pub lie. Formal aetions against a ha nk inelude 
C&D orders, formal written agreements and CMPs. C&D orders and formal agreements are 
generally entered into eonsensually by the OCC and the bank and require the bank to take eertain 
aetions to eorreet identified defieieneies. The OCC may also take formal aetion against offieers, 
direetors, and other individuals assoeiated with an institution (institution-affiliated parties). Pos¬ 
sible aetions against institution-affiliated parties inelude removal and prohibition from partieipa- 
tion in the banking industry, CMPs, and C&D orders. 

In the BSA area, the OCC’s CMP authority is eoncurrent with that of FinCEN. In eases involving 
systemie noneomplianee with the BSA, in addition to taking our own aetions, the OCC refers the 
matter to FinCEN. In the ease of Riggs Bank, the OCC and FinCEN worked together on the CMP 
against the bank. 

In reeent years, the OCC has taken numerous formal aetions against national hank s to bring them 
into eomplianee with the BSA. These aetions are typieally C&D orders and formal agreements. 
The OCC has also taken formal aetions against institution-affiliated parties who partieipated in 
BSA violations. From 1998 to 2003, the OCC has issued a total of 78 formal enforeement aetions 
based in whole, or in part, on BSA/AME violations. During this same time period, the OCC has 
also taken eountless informal enforeement aetions to eorreet eomplianee program defieieneies 
that did not rise to the level of a violation of law. 

Significant BSA/AML Enforcement Actions 

The OCC has been involved in a number of eases involving serious BSA violations and, in some 
eases, aetual money laundering. Some of the more signifieant eases involved the Bank of China 
(New York federal braneh), Broadway National Bank, Baneo do Estado de Parana (New York 
federal braneh), and Jefferson National Bank. There are also dozens of other examples where the 
OCC identified significant money-laundering or BSA non-compliance, took effective action to 
stop the activity, and ensured that accurate and timely referrals were made to law enforcement. 

Bank of China, New York Federal Branch 

In May 2000, OCC examiners conducting a safety and soundness examination discovered seri¬ 
ous misconduct on the part of the branch and its former officials, including the facilitation of a 
fraudulent letter of credit scheme and other suspicious activity and potential fraud and money 
laundering. The misconduct, which resulted in significant losses to the branch, was subsequently 
referred to law enforcement. In January 2002, the OCC and the Peoples Ba nk of China entered 
into companion actions against the Ba nk of China and its U.S.-based federal branches. The ha nk ’s 
New York branch agreed to pay a $10 million penalty assessed by the OCC and the parent bank, 
which is based in Beijing, agreed to pay an equivalent amount in local currency to the People’s 
Bank of China, for a total of $20 million. The OCC also required that the branch execute a C&D 
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order which, among other things, required it to establish account opening and monitoring proce¬ 
dures, a system for identifying high risk customers, and procedures for regular, ongoing review of 
account activity of high-risk customers to monitor and report suspicious activity. The OCC also 
took actions against six institution-affiliated parties. 

Broadway National Bank, New York, New York 

In March of 1998, the OCC received a tip from two separate law enforcement agencies that this 
bank may be involved in money laundering. The OCC immediately opened an examination which 
identified a number of accounts at the bank that were either being used to structure transactions, 
or were receiving large amounts of cash with wire transfers to countries known as money-laun¬ 
dering and drug havens. Shortly thereafter, the OCC issued a C&D order that shut down the 
money laundering and required the bank to adopt more stringent controls. The OCC also initiated 
prohibition and CMP cases against bank insiders. In referring the matter to law enforcement, we 
provided relevant information including the timing of deposits that enabled law enforcement to 
seize approximately $4 million and arrest a dozen individuals involved in this scheme. The sub¬ 
sequent OCC investigation resulted in the filing of additional SARs, the seizure of approximately 
$2.6 million in additional funds, more arrests by law enforcement, and a referral by the OCC to 
FinCEN. In November 2002, the ha nk pled guilty to a three count felony information that charged 
it with failing to maintain an AML program, failing to report approximately $123 million in 
suspicious bulk cash and structured cash deposits, and aiding and assisting customers to structure 
approximately $76 million in transactions to avoid the CTR requirements. The bank was required 
to pay a $4 million criminal fine. 

Banco do Estado de Parana, Federal Branch, New York, N. Y (Banestado). 

In the summer of 1997, the OCC received information from Brazilian government officials con¬ 
cerning unusual deposits leaving Brazil via overnight courier. The OCC immediately dispatched 
examiners to the branch that was receiving the majority of the funds. OCC examiners discovered 
significant and unusually large numbers of monetary instruments being shipped via courier into 
the federal branch from Brazil and other countries in South America, as well as suspicious wire 
transfer activity that suggested the layering of the shipped deposits through various accounts with 
no business justification for the transfers. The OCC entered into a C&D order with the federal 
branch and its head office in Brazil in January 1998 that required controls over the courier and 
wire transfer activities and the filing of SARs with law enforcement. The OCC also hosted sev¬ 
eral meetings with various law enforcement agencies discussing these activities and filed a refer¬ 
ral with FinCEN. Shortly thereafter, the Brazilian bank liquidated the branch. In May of 2000, the 
OCC assessed a CMP against the branch for $75,000. 

Jefferson National Bank, Watertown, New York 

During the 1993 examination of this bank, the OCC learned from the Federal Reserve Bank of 
New York that the bank was engaging in cash transactions that were not commensurate with 
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its size. OCC examiners subsequently discovered that several bank customers were depositing 
large amounts of cash that did not appear to be supported by the purported underlying business, 
with the funds being wired offshore. The OCC fded four criminal referral forms (predecessor to 
the SAR) with law enforcement pertaining to this cash activity and several additional criminal 
referral forms pertaining to insider abuse and fraud at the hank. The OCC also briefed several 
domestic and Canadian law enforcement agencies alerting them to the significant sums of money 
flowing through these accounts at the hank. Based upon this information, law enforcement com¬ 
menced an investigation of these large deposits. The investigation resulted in one of the most 
successful money-laundering prosecutions in U.S. government history. The significant sums of 
money flowing through the bank were derived from cigarette and liquor smuggling through the 
Akwesasne Indian Reservation in northern New York. The ring smuggled $687 million worth of 
tobacco and alcohol into Canada between 1991 and 1997. The case resulted in 21 indictments that 
also sought the recovery of assets totaling $557 million. It also resulted in the December 1999 
guilty plea by a subsidiary of R.J. Reynolds Tobacco Company and the payment of a $15 million 
criminal fine. The four criminal referral forms filed by the OCC in the early stages of this inves¬ 
tigation were directly on point and pertained to the ultimate ringleaders in the overall scheme. 
These money-laundering cases were in addition to the C&D order entered into with the bank, the 
prohibition and CMP cases that were brought by the OCC, and the insider abuse bank fraud cases 
that were brought by law enforcement against some of the bank’s officers and directors. Seven 
bank officers and directors were ultimately convicted of crimes. 

OCC Cooperation with Law Enforcement and Other Agencies 

As the above cases illustrate, combating money laundering depends on the cooperation of law 
enforcement, the ha nk regulatory agencies, and the ha nks themselves. The OCC participates in a 
number of interagency working groups aimed at money laundering prevention and enforcement, 
and meets on a regular basis with law enforcement agencies to discuss money laundering issues 
and share information that is relevant to money laundering schemes. For example, the OCC is an 
original member of both the National Interagency Bank Fraud Working Group and the Bank Se¬ 
crecy Act Advisory Group. Both of these groups include representatives of the Department of Jus¬ 
tice, the FBI, the Treasury Department, and other law enforcement agencies, as well as the federal 
banking agencies. Through our interagency contacts, we sometimes receive leads as to possible 
money laundering in banks that we supervise. Using these leads, we can target compliance efforts 
in areas where we are most likely to uncover problems. For example, if the OCC receives infor¬ 
mation that a particular account is being used to launder money, our examiners would then review 
transactions in that account for suspicious funds movements, and direct the ha nk to file a SAR if 
suspicious transactions are detected. The OCC also provides information, documents, and exper¬ 
tise to law enforcement for use in criminal investigations on a case-specific basis. 

The OCC has also played an important role in improving the AML and terrorist financing controls 
in banking throughout the world. For the past several years, the OCC has provided examiners 
to assist with numerous U.S. government-sponsored international AML and terrorist financ- 
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ing assessments. We have a eadre of speeially trained examiners that has provided assistanee to 
the Treasury Department and the State Department on these assessments in various parts of the 
world, including South and Central America, the Caribbean, the Pacific Rim nations, the Middle 
East, Russia, and the former Eastern Bloc nations. In this regard, the cadre has participated in 
terrorist financing investigations, assessed local money laundering laws and regulatory infrastruc¬ 
ture, and provided training to bank supervisors. 

The OCC is also providing direct assistance to the Coalition Provisional Authority (CPA) of Iraq. 
Four OCC examiners are currently working in Iraq as technical assistance advisers to the CPA’s 
Ministry of Finance and helping their counterparts at the Central Ra nk of Iraq develop a risk- 
based supervisory system tailored to the Iraqi banking system. The OCC examiners are assisting 
in the development of a law addressing money laundering and terrorist financing that is close to 
enactment by the CPA, the drafting of new policy and examination manuals to implement this 
law, and they are providing extensive AME training to Iraqi ha nk regulators. 

IV. Post-9/11 Activities and the Implementation of the USA 
PATRIOT Act 

In the immediate aftermath of the 9/11 terror attacks, the OCC participated in a series of inter¬ 
agency meetings with ha nk ers sponsored by the New York Clearinghouse to discuss the attacks 
and their impact on the U.S. economy and banking system and provided guidance to the industry 
concerning the various requests from law enforcement for account and other information. The 
OCC was also instrumental in working with the other banking agencies to establish an electronic 
e-mail system for law enforcement to request information about suspected terrorists and money 
launderers from every financial institution in the country. This FBI Control Fist system was in 
place five weeks after 9/11 and was the precursor to the current system established under section 
314(a) of the PATRIOT Act, which is now administered by FinCEN. At the same time, the OCC 
established a secure emergency communications e-mail system for all national ha nks through the 
OCC’s BankNet technology. 

In October 2001, Congress passed the USA PATRIOT Act. The OCC has been heavily involved 
in the many interagency work groups tasked with writing regulations to implement the PATRIOT 
Act over the past few years. To date, these work groups have issued final rules implementing sec¬ 
tions 313 (foreign shell ha nk prohibition); 319(b) (foreign correspondent ha nk account records), 
314 (information sharing), and 326 (customer identification). The OCC was also involved in 
drafting the interim final rule implementing section 312 (foreign private banking and correspon¬ 
dent banking). 

The OCC took the lead in developing the current 314(a) process for disseminating information 
between law enforcement and the banks. The OCC worked with the interested regulatory and law 
enforcement agencies, and drafted detailed instructions to ha nks concerning the 314(a) process 
and the extent to which ha nks are required to conduct record and transactions searches on behalf 
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of law enforcement. The OCC also took the lead in drafting a frequently asked questions (FAQs) 
document to provide further guidance as to the types of accounts and transactions required to be 
searched, when manual searches for this information would be required, and the timeframes for 
providing responses back to law enforcement. Under the new procedures, 314(a) requests from 
FinCEN are batched and issued every two weeks, unless otherwise indicated, and financial insti¬ 
tutions have two weeks to complete their searches and respond with any matches. 

Throughout this process, the OCC continually assisted FinCEN in maintaining an accurate elec¬ 
tronic database of 314(a) contacts for every national bank and federal branch, provided effective 
communications to the industry through agency alerts concerning the 314(a) system, and partici¬ 
pated in quarterly interagency meetings with fellow regulators and law enforcement agencies to 
ensure that the process was working effectively and efficiently. 

The OCC also took the lead in drafting the interagency Customer Identification Program (CIP) 
regulation mandated by section 326 of the PATRIOT Act, which mandates the promulgation of 
regulations that, at a minimum, require financial institutions to implement reasonable procedures 
for (1) verifying the identify of any person seeking to open an account, to the extent reasonable 
and practicable; (2) maintaining records of the information used to verify the person’s identity, 
including name, address, and other identifying information; and (3) determining whether the 
person appears on any lists of known or suspected terrorists or terrorist organizations provided to 
the financial institution by any government agency. The OCC is also the primary drafter of inter¬ 
agency FAQs concerning the implementation of the CIP rules. A second set of interagency FAQs 
will be issued shortly. 

In order to assess PATRIOT Act implementation by the industry, in the summer of 2002, the OCC 
conducted reviews of all of its large banks to assess their compliance with the regulations issued 
under the PATRIOT Act up to that time and to evaluate the industry response to terrorist financ¬ 
ing risk. Although, at that time, many of the PATRIOT Act regulations had not yet been finalized, 
we felt it was important to ascertain the level of ha nk compliance with and understanding of the 
new requirements. The purpose of these reviews was to discern the types of systems and controls 
banks had in place to deter terrorist financing and follow up with full-scope AME exams in in¬ 
stitutions that had weaknesses. As a result of these reviews, the OCC was able to obtain practical 
first-hand knowledge concerning how ha nks were interpreting the new law, whether ha nk s were 
having problems implementing the regulations or controlling terrorist financing risk, and which 
banks needed further supervision in this area. 

On October 20, 2003, the OCC issued interagency examination procedures to evaluate national 
bank compliance with the requirements of sections 313 and 319(b) and section 314 of the PA¬ 
TRIOT Act. The procedures were designed to assess how well banks are complying with the new 
regulations and to facilitate a consistent supervisory approach among the banking agencies. OCC 
examiners are now using the procedures during BSA/AME examinations of the institutions under 
our supervision. The procedures allow examiners to tailor the examination scope according to the 
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reliability of the hank’s compliance management system and the level of risk assumed by the in¬ 
stitution. An interagency working group is currently drafting examination procedures concerning 
Section 326 of the PATRIOT Act. The OCC is also the primary drafter of these procedures and we 
expect that they will be issued shortly. 

OCC Outreach and Industry Education 

As previously stated, the primary responsibility for ensuring that ha nks are in compliance with the 
BSA lies with the bank’s management and its directors. To aid them in meeting this responsibility, 
the OCC devotes extensive time and resources to educating the banking industry about its obliga¬ 
tions under the BSA. This has typically included active participation in conferences and training 
sessions across the country. For example, in 2002 the OCC sponsored a nationwide teleconfer¬ 
ence to inform the banking industry about the PATRIOT Act. This teleconference was broadcast 
to 774 sites with approximately 5,400 listeners. 

The OCC also provides guidance to national ha nks through (1) industry outreach efforts that 
include roundtabl discussions with bankers and industry-wide conference calls sponsored by 
the OCC; (2) periodic bulletins that inform and remind banks of their responsibilities under the 
law, applicable regulations, and administrative rulings dealing with BSA reporting requirements 
and money laundering; (3) publications, including the distribution of a comprehensive guide in 
this area entitled Money Laundering: A Banker’s Guide to Avoiding Problems; (4) publication 
and distribution of the Comptroller’s BSA Handbook booklet which contains the OCC’s BSA 
examination procedures, and the Comptroller’s Handbook for Community Bank Supervision 
which provides guidance on BSA/AML risk assessment; and (5) periodic alerts and advisories 
of potential frauds or questionable activities, such as alerts on unauthorized banks and FinCEN 
reporting processes. In addition, senior OCC officials are regular participants in industry seminars 
and forums on the BSA, the PATRIOT Act, and related topics. 

Current Supervisory Initiatives 

The OCC uses somewhat different examination approaches depending largely on the size of the 
institution and its risk profile. In large banks (generally, total assets of $25 billion) and midsize 
banks (generally, total assets of $5 billion), OCC examiners focus first on the ha nk ’s BSA com¬ 
pliance program. These ha nks are subject to our general BSA/AML examination procedures that 
include, at a minimum, a review of the bank’s internal controls, policies, procedures, customer 
due diligence, SAR/CTR information, training programs, and compliance audits. We also evalu¬ 
ate BSA officer competence, the BSA program structure, and the bank’s audit program, including 
the independence and competence of the audit staff. While examining for overall BSA compli¬ 
ance, examiners typically focus on suspicious activity monitoring and reporting systems and the 
effectiveness of the bank’s customer due diligence program. 

Additional and more detailed procedures are conducted if control weaknesses or concerns are en¬ 
countered during the general procedures phase of the examination. These supplemental procedures 
include 
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• Transaction testing to ascertain the level of risk in the particular business area (e.g., private 
banking, payable upon proper identification programs (PUPID), nonresident alien accounts, 
international brokered deposits, foreign correspondent banking, and pouch activity) and to 
determine whether the ha nk is complying with its policies and procedures, including SAR 
and CTR filing requirements; 

• Evaluation of the risks in a particular business line or in specific accounts and a determination 
as to whether the ha nk is adequately managing the risks; 

• A selection of bank records to determine that its record-keeping processes are in compliance 
with the BSA. 

For community banks (generally, total assets under $5 billion), examiners determine the exami¬ 
nation scope based on the risks facing the institution. For low-risk banks, examiners evaluate 
changes to the ha nk ’s operations and review the ha nk ’s BSA/AMF compliance program. For 
banks with higher-risk characteristics and weak controls, additional procedures are performed, 
including review of a sample of high-risk accounts and additional procedures set forth above. 
Examiners also perform periodic monitoring procedures between examinations and conduct fol¬ 
low-up activities when significant issues are identified. 

Use of CTR and SAR Data in the Examination Process 

All ha nks are required by regulation to report suspected crimes and suspicious transactions that 
involve potential money laundering or violate the BSA. In April 1996, the OCC, together with the 
other federal banking agencies, and FinCEN, unveiled the SAR system, SAR form, and database. 
This system provides law enforcement and regulatory agencies online access to the entire SAR 
database. Based upon the information in the SARs, law enforcement agencies may then, in turn, 
initiate investigations and, if appropriate, take action against violators. By using a universal SAR 
form, consolidating filings in a single location, and permitting electronic filing, the system greatly 
improves the reporting process and makes it more useful to law enforcement and to the regulatory 
agencies. As of December 2003, ha nks and regulatory agencies had filed over 1.3 million SARs, 
with national ha nk s by far the biggest filers. Nearly 50 percent of these SARs were for suspected 
BSA/money-laundering violations. 

The OCC also uses the SAR database as a means of identifying high-risk ha nks and high-risk 
areas within banks. Year-to-year trend information on the number of SARs and CTRs filed is used 
to identify banks with unusually low or high filing activity. This is one factor used by the OCC to 
identify high-risk banks. Examiners also review SARs and CTRs to identify accounts to include 
in the examination sample. Accounts where there have been repetitive SAR filings or accounts 
with significant cash activity in a high-risk business or inconsistent with the type of business 
might be accounts selected for the sample. 
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V. Riggs Bank Enforcement Actions 

As previously mentioned, the OCC and FinCEN reeently assessed a $25 million CMP against 
Riggs Bank, N.A., for violations of the BSA and its implementing regulations, and for failing to 
comply with the requirements of an OCC C&D order that was signed by the ha nk in July 2003. 
Also, in a separate C&D action dated May 13, 2004 to supplement the C&D we had issued in 
July 2003, the OCC directed the ha nk to take a number of steps to correct deficiencies in its inter¬ 
nal controls, particularly in the BSA/AML area. Among other requirements in this separate action, 
the OCC directed the ha nk to 

• Ensure competent management. Within 30 days, the board of directors must determine wheth¬ 
er management or staff changes are needed and whether management skills require improve¬ 
ment. 

• Develop a plan to evaluate the accuracy and completeness of the bank’s books and records, 
and develop a methodology for determining that information required by the BSA is appropri¬ 
ately documented, filed, and maintained. 

• Adopt and implement comprehensive written policies for internal controls applicable to the 
bank’s account relationships and related staffing, including the Embassy and International 
Private Banking Group. Among other requirements, the policies must mandate background 
checks of all relationship managers at least every three years and must prohibit any employee 
from having signature authority, ownership or custodial powers for any customer account. 

• Develop and implement a policy that permits dividend payments only when the bank is in 
compliance with applicable law and upon written notice to the OCC. 

• Adopt and implement an internal audit program sufficient to detect irregularities in the bank’s 
operation, determine its level of compliance with applicable laws and regulations and provide 
for testing to support audit findings, among other requirements. 

These actions were based on a finding that the bank had failed to implement an effective AME 
program. As a result, the ha nk did not detect or investigate suspicious transactions and had not 
filed SARs as required under the law. The bank also did not collect or maintain sufficient infor¬ 
mation about its foreign bank customers. In particular, the OCC found a number of problems with 
the bank’s account relationship with foreign governments, including Saudi Arabia and Equatorial 
Guinea. Riggs failed to properly monitor, and report as suspicious, transactions involving tens 
of million of dollars in cash withdrawals, international drafts that were returned to the bank, and 
numerous sequentially numbered cashier’s checks. The OCC will continue to closely monitor the 
corrective action that the bank takes in response to the order and we are prepared to take addi¬ 
tional actions if necessary. 
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These aetions are the most reeent of a series of esealating supervisory and enforeement reaetions 
to ongoing defieieneies in Riggs’ BSA/AML complianee program. Sinee this matter involves an 
open ha nk and open investigations, there are limitations on what ean be said without diselosing 
eonfidential supervisory information and potentially eompromising future criminal, civil, and 
administrative actions. With that caveat, we have tried to set out below a summary of our supervi¬ 
sion of this institution in the BSA/AML area, dating back to 1997. 

The OCC first identified deficiencies in Riggs’ procedures several years ago. Beginning in the 
late 1990s we recognized the need for improved processes at Riggs and for improvements in the 
training in, and awareness of, the BSA’s requirements and in the controls over their BSA process¬ 
es. Prior to 9/11, the OCC visited the ha nk at least once a year and sometimes more often to either 
examine or review the Bank’s BSA/AML compliance program. 

Over this timeframe OCC examiners consistently found that Riggs’ BSA compliance program 
was either “satisfactory” or “generally adequate,” meaning that it met the minimum requirements 
of the BSA, but we nonetheless continued to identify weaknesses and areas of its program that 
needed improvement in light of the business conducted by the bank. We addressed these weak¬ 
nesses using various informal, supervisory actions. Generally, this involved bringing the problems 
to the attention of ha nk management and the board and securing their commitment to take correc¬ 
tive action. 

During this period, it was clear that the ha nk ’s compliance program needed improvement but we 
determined that the program weaknesses did not rise to the level of a violation of our regulation 
or pervasive supervisory concern. The OCC identified problems with the bank’s internal audit 
coverage in this area, its internal monitoring processes, and its staff training on the BSA and 
customer due diligence requirements. Repeatedly, management took actions to address specific 
OCC concerns but, as is now clear, the corrective actions being taken often were not sufficient to 
achieve the intended results. The ha nk was continually taking steps to respond to OCC criticisms 
but failed to take action on its own to improve its overall compliance program, especially with re¬ 
gard to high-risk areas. Due to the lack of an effective and proactive management team, additional 
weaknesses and deficiencies were continually identified by the OCC over this time period, but 
bank follow-up on these weaknesses ultimately proved to be ineffective and the problems contin¬ 
ued longer than they should have. 

As various changes occurred in the regulatory expectations for ha nks relative to BSA compliance 
and related issues over this period of time, our scrutiny of the bank was adjusted accordingly. For 
example, when the Financial Action Task Force and FinCEN identified “uncooperative” coun¬ 
tries, we conducted an examination at Riggs that specifically focused on account relationships 
with those countries and determined that the bank did not have extensive transaction activity with 
any of the countries on the list. In addition. Treasury issued its guidance on “politically exposed 
persons” in January 2001, and, as a result, the OCC’s focus on the risks associated with the Riggs’ 
embassy banking business began to increase and our supervisory activities were heightened ac- 
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cordingly. However, at that time, the Kingdom of Saudi Arabia was not viewed as a eountry that 
posed heightened risk of money laundering or terrorist finaneing, and Equatorial Guinea had just 
begun to reap the finaneial benefits of the discovery of large oil reserves in the mid-1990s. 

After 9/11, the OCC escalated its supervisory efforts to bring Riggs’ compliance program to a 
level commensurate with the risks that were undertaken by the ha nk and we believed that we 
were beginning to see some progress in this regard. In fact, the bank was beginning the process of 
a major computer system conversion that would address many of the shortcomings in the existing 
information systems that the ha nk was relying on. Unfortunately, ha nk management had to adjust 
the timeline repeatedly. This caused significant delays in the implementation date, pushing it from 
the original target of year-end 2002 to September 2003. Thus, the ha nk was not able to fulfill 
many of the commitments that it made to the OCC to correct our concerns pertaining to their BSA 
compliance program. Also, as previously mentioned, the OCC conducted a series of anti-terrorist 
financing reviews at our large or high-risk banks, including Riggs, in 2002. As a result of these 
reviews and other internal assessments, plus published accounts of suspicious money transfers 
involving Saudi Embassy accounts, our concerns regarding Riggs BSA/AME compliance were 
heightened. Thus, we commenced another examination of Riggs in January of 2003. 

The focus of the January 2003 examination was on Riggs’ embassy banking business, and, in 
particular, the accounts related to the Embassy of Saudi Arabia. Due to its Washington, D.C., 
location, its extensive retail branch network, and its expertise in private banking, Riggs found 
embassy banking to be particularly attractive and had developed a market niche. In fact, at one 
time, 95 percent of all foreign embassies in the United States., and 50 percent of the embassies in 
Eondon conducted their banking business with Riggs. The OCC’s examination lasted for approxi¬ 
mately five months and involved experts in the BSA/AME area. The findings from the January 
2003 examination formed the basis for the July 2003 C&D order entered into with the bank. The 
OCC also identified violations of the BSA that were referred to FinCEN. 

During the course of the 2003 examination, the OCC cooperated extensively with investigations 
by law enforcement into certain suspicious transactions involving the Saudi Embassy relation¬ 
ship. These transactions involved tens of millions of dollars in cash withdrawals from accounts 
related to the Embassy of Saudi Arabia; dozens of sequentially numbered international drafts that 
totaled millions of dollars that were drawn from accounts related to officials of Saudi Arabia, and 
that were returned to the bank; and dozens of sequentially numbered cashier’s checks that were 
drawn from accounts related to officials of Saudi Arabia made payable to the account holder. 
There was regular contact with the FBI investigators throughout this examination. We provided 
the FBI with voluminous amounts of documents and information on the suspicious transac¬ 
tions, including information concerning transactions at the ha nk that the FBI previously was not 
aware of. The OCC also hosted a meeting with the FBI to discuss these documents and findings. 
Throughout this process we provided the FBI with important expertise on both general banking 
matters and on some of the complex financial transactions and products that were identified. 
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The July 2003 C&D order direeted the bank to take a number of steps to eorreet defleieneies in 
its internal eontrols in the BSA/AML area and to strongly consider staffing changes. Among other 
requirements in this action, the OCC directed the ha nk to 

• Hire an independent, external management consultant to conduct a study of the bank’s com¬ 
pliance with the BSA, including, training, SAR monitoring, and correcting deficiencies and 
conduct a risk assessment for compliance with the BSA throughout the hank. 

• Evaluate the responsibilities and competence of management. In particular, the consultant’s 
report to the board of directors must address, among other things, the responsibilities and 
competence of the ha nk ’s BSA officer and the capabilities and competence of the supporting 
staff in this area. Within 90 days, the board of directors must determine whether any changes 
are needed regarding the ha nk ’s BSA officer and staff; 

• Adopt and implement detailed policies and procedures (including account opening and moni¬ 
toring procedures) to provide for BSA compliance and for the appropriate identification and 
monitoring of high-risk transactions; 

• Ensure effective BSA audit procedures and expansion of these procedures. Within 90 days the 
board of directors must review and evaluate the level of service and ability of the audit func¬ 
tion for BSA matters provided by any auditor; and 

• Ensure bank adherence to a comprehensive training program for all appropriate operational 
and supervisory personnel to ensure their awareness and their responsibility for compliance 
with the BSA. 

The OCC began its next examination of the ha nk ’s BSA compliance in October 2003. The 
purpose of this examination was to assess compliance with the C&D order and the PATRIOT 
Act and to review accounts related to the embassy of Equatorial Guinea. It was clear from this 
examination that the bank had made progress in complying with the order and in improving its 
AME program. Another notable accomplishment was the successful implementation of the long- 
planned system upgrade that significantly improved the information available to hank staff and 
management to monitor account activity and identify suspicious activity. Notwithstanding, there 
were significant areas of noncompliance noted by our examination. The examiners found that, as 
with the Saudi Embassy accounts, the bank lacked sufficient policies, procedures and controls to 
identify suspicious transactions concerning the bank’s relationship with Equatorial Guinea. These 
transactions involved millions of dollars deposited in a private investment company owned by an 
official of the country of Equatorial Guinea; hundreds of thousands of dollars transferred from an 
account of the country of Equatorial Guinea to the personal account of a government official of 
the country; and over a million dollars transferred from an account of the country of Equatorial 
Guinea to a private investment company owned by the ha nk ’s relationship manager. The findings 
from this examination, as well as previous examination findings, formed the basis for the OCC’s 
recent CMP and C&D actions. 
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In retrospect, as we review our BSA/AML compliance supervision of Riggs during this period, 
we should have been more aggressive in our insistence on remedial steps at an earlier time. We 
also should have done more extensive probing and transaction testing of accounts. Our own BSA 
examination procedures called for transactional reviews in the case of high-risk accounts, such 
as those at issue here, yet until recently, that was not done at Riggs in the Saudi embassy and the 
Equatorial Guinea accounts. Clearly, the types of strong formal enforcement action that we ulti¬ 
mately took should have been taken sooner. This is not a case where the deficiencies in the ha nk ’s 
systems and controls were not recognized, nor was there an absence of OCC supervisory attention 
to those deficiencies. But we failed to sufficiently probe the transactions occurring in the ha nk ’s 
high-risk accounts and we gave the hank too much time, based on its apparent efforts to fix its 
own problems, before we demanded specific solutions, by specific dates, pursuant to formal en¬ 
forcement actions. As described below, we have reevaluated our BSA/AML supervision processes 
in light of this experience and we will be implementing changes to improve how we conduct 
supervision in this area. I have also directed that our Quality Management Division undertake an 
internal review of our supervision of Riggs. These steps are outlined more fiilly below. 

Improvements Undertaken to Improve BSA/AML Supervision 

While we believe our overall supervisory approach to BSA/AML compliance has been rigorous 
and is working well, we are committed to ongoing evaluation of our approaches to BSA/AML 
compliance and to appropriate revisions to our approach in light of technological developments 
and the increasing sophistication of money launderers and terrorist fmancers, as well as to address 
aspects of the process where shortcomings were evidenced in the Riggs situation. Recent and cur¬ 
rent initiatives include the following: 

• As previously mentioned, together with the other federal banking agencies, we recently de¬ 
veloped revised examination procedures for several key sections of the PATRIOT Act and we 
expect to be issuing a revised version of our BSA Handbook booklet by the end of the year. 

• We plan to develop our own database of national bank-filed SARs with enhanced search and 
reporting capabilities for use in spotting operational risk including in the BSA/AML area. 

This database will be compatible with the OCC’s supervisory databases and will enable us to: 
(1) generate specialized reports merging SAR data with our existing supervisory data, (2) sort 
SAR information by hank asset size and line of business, and (3) provide enhanced word and 
other search capabilities. 

• We are developing and will implement nationwide, a new risk assessment process to better 
identify high-risk banks. This system uses standardized data on products, services, customers, 
and geographies to generate reports that we will use to identify potential outliers, assist in the 
allocation of examiner resources, and target our examination scopes (e.g., particular products 
or business lines). 
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• We are exploring with FinCEN and the other ageneies better ways to use BSA information 
in our examination proeess, so that we ean better pinpoint risks and seeure eorreetive aetion. 
Upon eompletion of FinCEN’s BSADireet initiative (eurrently under development), the OCC 
will have direet aeeess, as opposed to dial-in aeeess, to the SAR database. We expeet that this 
direet aeeess system will allow us to make better and more effeetive use of FinCEN’s SAR 
database. 

• We are also exploring how we ean systematieally eapture BSA/AME eritieisms in examina¬ 
tion reports so that we ean traek situations where no follow-up formal aetion has been taken. 

• Our Co mm ittee on Bank Supervision also has sent an alert to remind and reinforee for OCC 
examination staff the need to reeognize accounts and transactions that appear to be anoma¬ 
lous or suspicious or that have other characteristics that should cause them to be considered 
high-risk in nature, and to conduct additional transaction testing and investigation in such 
situations. 

In addition, specifically with regard to Riggs, I have directed our Quality Management Division 
to immediately co mm ence a review and evaluation of our BSA/AME supervision of Riggs. This 
review will include an assessment of whether we took appropriate and timely actions to address 
any shortcomings found in the bank’s processes and in its responses to matters noted by the 
examiners, and the extent and effectiveness of our coordination and interaction with other regula¬ 
tors and with law enforcement. I have also asked for recommendations for improvements to our 
BSA/AME supervision and our enforcement policy with regard to BSA/AME violations. 

VI. Conclusion 

The OCC is committed to preventing national banks from being used, wittingly or unwittingly, to 
engage in money laundering, terrorist financing or other illicit activities. We stand ready to work 
with Congress, the other financial institution regulatory agencies, the law enforcement agencies, 
and the banking industry to continue to develop and implement a coordinated and comprehensive 
response to the threat posed to the nation’s financial system by money laundering and terrorist 
financing. 
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Remarks by Julie L. Williams, First Senior Deputy Comptroller 
and Chief Counsel, before the annual meeting of the Cleveland 
Neighborhood Housing Services, on banks and subprime 
mortgages, Cleveland, Ohio, June 15, 2004 

All across America, when people talk about cities on the move, Cleveland, the “Comeback City,” 
is among those mentioned. So when I get to come back, as I wish I could more often, it’s not only 
a pleasure—it’s an inspiration. My family traces to Ohio roots, and I spent many summers of 
my youth with my grandmother and other relatives who lived not far from Cleveland. I can still 
remember listening to Indians’ games—and the heroics of Rocky Colavito-on the radio at night. 
It’s always great to be back. 

But it’s really great to be back to see what Cleveland is today. The Cleveland renaissance serves 
as a reminder of what it takes to make such a turnaround happen. I was not surprised, looking 
over Mayor Campbell’s latest “Cleveland 500,000-plus” quarterly report, to see the emphasis 
on two key requirements: partnerships and leadership. Cleveland has taken this one better. Here, 
civic, nonprofit, and business leaders have united with their colleagues from government to advo¬ 
cate for the city and its goals. 

It’s particularly gratifying as a representative of my agency, the Office of Comptroller of the Cur¬ 
rency (OCC), which is the administrator of our country’s system of nationally chartered banks, 
to see the names of so many national ha nk ers among the city’s partners in leadership. For bank¬ 
ers, as for all responsible business people, fostering a vibrant city is not only commendable, it’s 
enlightened self-interest. 

When it comes to delivering a vision that moves citizens from all walks of life, economic stations, 
and political persuasions, and brings them together in this great campaign of mutual uplift and 
municipal renewal, Cleveland has learned that many voices speak louder than one. With those 
many voices speaking as one in support of common goals, this is one city that’s already a demon¬ 
strably “safer, smarter, and stronger” place than it was when Cleveland started on the long road 
back. 

Leadership and partnerships also combine to make the Cleveland Neighborhood Housing Servic¬ 
es (NHS) the outstanding organization it is today. We kn ow what a crucial part the Neighborhood 
Reinvestment Corporation and its network of more than 200 community-based NeighborWorks 
affiliates, of which this is one, have played in the stabilization and rehabilitation of literally thou¬ 
sands of the nation’s neighborhoods. We know what can be achieved when you bring together a 
broad array of residents, nonprofits, and public and private sector representatives in a multi-fac¬ 
eted program that targets the whole range of a community’s problems. 

I have the privilege of serving as the OCC’s designate on the board of the Neighborhood Rein¬ 
vestment Corporation’s board of directors. And the OCC’s Community Affairs Department also 
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reports to me in my capacity as the agency’s chief counsel and first senior deputy comptroller. I 
take great personal satisfaction in the work of our Community Affairs Department and the support 
the OCC continues to provide to the NeighborWorks agenda in many ways. 

As a further expression of that support, it gives me great pleasure today to introduce Norma 
Polanco, the OCC’s newest Community Affairs officer. For the first time, the OCC will station 
one of our district community affairs officers right here in Cleveland, beginning on July 1. Norma 
joins Paul Ginger, who is based in Chicago, as our second Community Affairs officer in our 
Central District. Norma comes to the OCC after serving for six years as the founding executive 
director of the Flumboldt Park Economic Development Corporation on Chicago’s northwest side, 
where she specialized in developing financial literacy workshops and commercial revitalization 
initiatives. When you get to know her, I know you’ll find Norma to be an enormous asset to the 
greater Cleveland community and region, our national bankers doing business here—and to the 
Cleveland NFIS. 

I mention the city and the city’s NFIS together, because, in a very real sense, your fortunes are 
inextricably linked. That should give everyone in this room an enormous sense of optimism. 
Under executive director Emily Eipovan Flolan and her dedicated board of directors, the Cleve¬ 
land NFIS has developed a full and impressive range of services for low- and moderate-income 
home owners and prospective homeowners—pre-purchase education, counseling programs, home 
repair loans, down payment and closing cost loans, and more. I know that some of you here today 
would not be homeowners if this organization were not in the business of caring and helping. And 
Cleveland would be a less promising, less vibrant city than it is today. 

But there’s much work to be done—here and all across America. 

The more than four million Americans who are direct beneficiaries of the productive partnerships 
between ha nk s and NeighborWorks organizations and other housing community development 
corporations certainly represent a great accomplishment. Flome ownership records are being set, 
and the gap in the homeownership rate between African Americans and Flispanics and the rest of 
our population is narrowing. East year, nearly half of all minority households achieved the goal 
of home ownership. This promising achievement is the result of many factors, some of which I’ll 
discuss a bit more frilly in a moment. 

And yet these gains are both incomplete and precarious. Incomplete, because while we have nar¬ 
rowed the minority home ownership gap, we have not erased it: minority home ownership still 
trails the national average by as much as 28 percentage points. Incomplete, because while na¬ 
tional home ownership rates are at all time highs, for nearly a third of all Americans households, 
home ownership remains an elusive dream. And precarious, because predatory lending remains 
a cancer in many communities, and its terminal byproduct—epidemic foreclosure rates—can 
unravel all the good work and progress made to revitalize a neighborhood. 
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The frustrating part is that this unraveling is taking plaee in the faee of determined eradieation 
efforts on the part of community-based organizations, like this one, and their private-sector part¬ 
ners, including national ha nks and other regulated financial institutions, elected officials, and state 
and federal agencies. 

And that leads to the challenging part—understanding why the problem is so tenacious and recog¬ 
nizing that we need to evolve our partnerships to bring to bear new tools and new approaches to 
beat it. 

I think it’s useful to step back and appreciate how the structure of the U.S. mortgage market has 
changed in recent decades and how profoundly that change affects the challenge we face. 

People who haven’t shopped for a mortgage in a while are sometimes startled to discover just 
how much the process has changed. Some of those changes-the ability to easily comparison shop 
rates and terms, to submit applications electronically via fax and the Internet, and to obtain com¬ 
mitments in days that might once have taken weeks or even months-are very visible. For most 
consumers, they’re also most appreciated. 

Other changes have been more of a mixed blessing from the customer’s standpoint. Most mort¬ 
gages today do not come from a locally headquartered bank or thrift, and securitization has over¬ 
taken deposit gathering as the source of funding for mortgage lending. The mortgage industry has 
become increasingly consolidated and increasingly dominated by large, high-volume, automated 
producers operating nationwide. None of these characteristics is bad. Indeed, size, speed and 
geographic diversity can translate in more product offerings, more competitive pricing, greater 
customer convenience, and better credit risk diversification. 

But, it can also translate into a different—and transitory—relationship between the borrower and 
the originator of the borrower’s mortgage. In fact, the originator may neither fund, nor hold, nor 
service a borrower’s mortgage. Notably, according to a recent mortgage industry publication, over 
62 percent of the subprime mortgage loans originated in 2002 were securitized, that is, they were 
not held in the lender’s portfolio, but were sold to third parties to make up pools of loans, with 
securities representing interests in the pool sold to investors. 

With the growth of secondary mortgage markets, and a declining share of all mortgage loans 
sourced by depository institutions and mortgage companies, loan originators themselves are less 
likely to be banks than correspondents or brokers. Indeed, the ranks of mortgage brokers and 
correspondents have increased dramatically. Based on one recent accounting, there were 44,000 
mortgage brokers in 2002, compared to 7,000 in 1987. This should mean more competition and 
better rates and service for consumers. And if you’re a prime customer, it usually does. 

But in the subprime market, where the largest share of loans is originated by brokers, the story 
can be quite different. Indeed, some observers have described a dual mortgage delivery system, 
where some individuals—mostly poorer, older, or less sophisticated, and disproportionately 
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minority—often pay more for mortgages than their aetual eredit profile would warrant, do not so 
mueh “shop” for loans as they are “sold” loans, and who are therefore inordinately vulnerable to a 
range of abusive praetiees. 

Don’t get me wrong. I’m not suggesting there’s anything inherently more abusive about broker- 
originated loans than any other kind. Indeed, as I’ve already mentioned, the rise of the subprime 
segment, in whieh brokers are key players, ean be eredited for mueh of what we’ve aehieved of 
late in advaneing home ownership, espeeially for minority Amerieans. 

But, we need to reeognize that there are a eombination of ingredients at work here that ean make 
for a toxie brew: subprime borrowers who may have limited eredit options available and less 
sophistieation about how to pursue those options and a dominant distribution network where 
mortgage originators are eompensated, up front, through a share of fees eharged the borrower, 
and where those originators have little or no expeetation of any ongoing relationship with the 
borrower, sueh as by holding or servieing the loan. Reeent studies do indieate that brokers have 
eompeting interests in getting loans funded and on eolleeting fees for their serviees, on the one 
hand, and in matehing borrowers with the best available mortgage, with the best prospeets for 
long term performanee, on the other. And, as I noted earlier, as of reeent years over 60 pereent of 
subprime mortgage loans are seeuritized. 

These struetural shifts in the U.S. mortgage market have surely eontributed to the ehallenge of 
eradieating predatory and abusive lending in our eommunities—ehallenges that NeighborWorks 
organizations all aeross the eountry are stepping up to meet. It’s impossible to estimate how many 
new homeowners might have had no alternatives other than to obtain loans on unfair terms—or 
who might never have beeome homeowners at all—^but for the sueeess of NeighborWorks’ Full- 
Cyele Lending approaeh, with its emphasis on finaneial eounseling and finaneial literaey. Under 
the NeighborWorks Campaign for Home Ownership, thousands of homeowners are reeeiving 
help in managing their property and their fmanees, making it significantly less likely that they’ll 
wind up as victims of predatory lending. But if they do, NeighborWorks organizations like the 
NHS right here in Cleveland, are providing workout and refinancing alternatives for borrowers 
through delinquency intervention programs. 

But more needs to be done. 

What can bankers do? Simply put: Don’t be part of the problem, be part of the solution. On the 
first point, we expect national ha nk ers to be following the formal guidance the OCC issued last 
year on the steps they should take and the factors they should consider to avoid becoming in¬ 
volved in abusive, predatory, unfair, or deceptive lending practices. With respect to purchased 
and brokered loans in particular, we emphasized that banks should have criteria for entering into 
and continuing relationships with intermediaries and originators, including due diligence require¬ 
ments, and standards related to total compensation, including compensation of intermediaries. 
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such as maximum rates, points and other charges. We also emphasized the importance of manage¬ 
ment information systems and quality control reviews to verify conformity with the standards a 
bank has set. 

There are opportunities here for us to work together to build on this guidance and e nh ance 
productive partnerships—as well as a whole range of new possibilities for organizations like the 
Cleveland NHS to increase its contribution to the fight against predatory lending. 

One area in which you can help is in monitoring the behavior of mortgage originators and expos¬ 
ing those few who are responsible for soiling the reputation of many. You who work with victims 
of abusive lending know who these lenders are. And no one is in a better position than you to get 
that information out, to the state and federal agencies that regulate mortgage brokers and lend¬ 
ers, to mortgage industry data exchanges, and to regulated financial institutions, which need that 
information to ensure that they don’t become unwitting accomplices of the abusive lenders by 
purchasing loans they have originated. And should a national ha nk ever be involved, you bet we 
want to hear about it. 

And there is still more to do. 

I talked about the changing structure of the mortgage market earlier in my remarks to provide a 
framework for the challenge we face, but that structure and the forces that led to it also may be 
a blueprint for approaches to some solutions. The dynamics and incentives inherent in today’s 
mortgage market contribute to the problem we have, but they may also reflect techniques we 
should use to solve it. 

For example, let’s assume that there will always be some mortgage originators driven, not by 
the interests of their customers, but by the size of their fee, and let’s assume also that there will 
be prospective borrowers with subprime credit qualifications, that seek out, or are sought out by 
those originators. I described this as a “toxic brew.” Today, we try to regulate it. Consider also 
how to compete with it. 

For example, thoughtful commentators have described, and community-based groups are pioneer¬ 
ing, the concept of the “buyer’s broker,” to help potential borrowers shop for the right loan for 
them. This means reaching out—like the brokers do—to identify prospective borrowers, giving 
them a realistic reading of their credit risk profile, and helping to locate the best available loan 
for them. This requires community organizations to have accurate, dependable information on 
prospective borrowers, access to the automated tools used to evaluate their risk profile, and loan 
pricing information similar to the information that mortgage brokers receive, ft means compet¬ 
ing effectively to reach potential borrowers and get them the best deal available-which may be a 
subprime loan that reflects subprime rates, but which will not be a predatory loan. 
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It strikes me that this type of initiative is a natural for eonstruetive eollaboration between eommu- 
nity organizations and banking institutions. 

Community organizations also ean learn from the strueture of the mortgage banking business 
today. Ask yourself—are there opportunities for seale, seope, and automation in making available 
responsible subprime eredit in your eommunities? How ean subprime—nonpredatory—loan pro¬ 
grams be designed and made available on a regional, or even national basis? Are there funetions 
that you perform—but not in any unique way—that eould be outsoureed, so that your resourees 
eould be foeused on the aetivities that you do uniquely well? Are there things you do well that 
you eould do for others, sueh as smaller seale eommunity organizations? 

For example, some organizations have outsoureed the origination and servieing operations of 
their eommunity-based loan programs to third parties—thus saving overhead expenses—while 
a few others, with a more entrepreneurial toueh, have ehosen to ereate in-house state-of-the-art 
servieing operations of their own. Some of those now offer loan proeessing and servieing to other 
eommunity loan programs, resembling the eorrespondent banking serviees relationships that exist 
in the banking industry among large institutions and smaller banks that they serviee. 

Indeed, I am struek—and very eneouraged—by how these initiatives resemble one of the most 
important and far-reaehing trends that we have seen in the banking industry over the past deeade. 
In a speeeh several years ago I ealled it “deeonstruetion” of the funetions of the banking business. 
What I deseribed was the separation or segmentation of banking produets, serviees and operations 
into their eomponent parts or proeesses so that they ean be provided or obtained separately. 

For example, a bank with a eapaeity for a partieular funetion, sueh as loan servieing, may “ex¬ 
port” that eapaeity by marketing it to other banks, while another bank might determine that it does 
not want to develop that eapaeity and would look for a bank from whieh it ean “import” the fune¬ 
tion. Similarly, a ha nk may deeide that it is important for its eustomers to have aeeess to a broad 
range of produets, but rather than produeing those produets itself, it will import the ehoiees and 
give its eustomers aeeess to produets from other providers. This perspeetive enables a firm to play 
to its strengths; to eommit resourees to the partieular proeesses it does best, and to gain aeeess to 
skills, expertise, and produets that it needs to be most effeetive and effieient. 

Community organizations ean learn from this experienee—indeed, I would argue that they 
must—lest they use preeious resourees ineffieiently, and try to eombat modem market forees and 
modern teehniques with strategies that worked in a previous era. Here again, ha nk ers who kn ow 
the modem mortgage marketplaee and have utilized new teehniques to eontribute to the quality 
and effieieney of their operations would make natural partners for eommunity organizations as 
they explore how to apply these perspeetives to enhanee their own organizations’ operations. 
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So if I leave you with any one message, let it be a message of partnership. Community organiza¬ 
tions, bankers, and bank regulators, don’t always see eye-to-eye. But when the task is to restore 
and reinvigorate Ameriea’s communities, we are shoulder to shoulder. We may bring different 
perspectives and different approaches to the mission, but partnerships built on that diversity lend 
strength to our efforts and can illuminate new paths to achieve our common goal. 

The OCC is proud to be a participant in the revival of this great organization and the great city 
of Cleveland. It has been a real honor and personal pleasure to be here with you today, and I am 
deeply grateful to you for both. 
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Statement of Julie L. Williams, First Senior Deputy Comptroller 
and Chief Counsel, before the U.S. Senate Committee on 
Banking, Housing, and Urban Affairs, on regulatory burden relief, 
Washington, D.C., June 22, 2004 

Statement required by 12 USC 250: The views expressed herein are those of the Office of the 
Comptroller of the Currency and do not necessarily represent the views of the President. 

Introduction 

Chairman Shelby, Ranking Member Sarbanes, and members of the eommittee, I appreeiate this 
opportunity to appear before you to discuss the challenge of reducing unnecessary regulatory 
burden on America’s banking system. The Office of the Comptroller of the Currency (OCC) 
welcomes the opportunity to discuss this challenge and to offer suggestions for reforms, includ¬ 
ing some suggestions particularly affecting the national banking system. We also want to express 
appreciation to Senator Crapo for his commitment and dedication to this issue. 

Imposition of unnecessary regulatory burdens is not simply an issue of ha nk costs. When unnec¬ 
essary regulatory burdens drive up the cost of doing business for banks, bank customers feel the 
impact in the form of higher prices and, in some cases, diminished product choice. Unnecessary 
regulatory burden also can become an issue of competitive viability, particularly for our nation’s 
community banks, where ha nk ers face competitors that offer comparable products and services 
but are not subject to comparable regulatory requirements. 

This is a challenge that we must confront on several levels. First, at the level of ha nk regula¬ 
tion, when regulators adopt regulations, and as we review the regulations we already have on 
the books, we have a responsibility to ensure that regulations are effective to protect safety and 
soundness, foster the integrity of bank operations, and safeguard the interests of consumers. We 
also have a responsibility to regulate efficiently, so that we do not impose regulatory burdens that 
are unnecessary to achieve those goals, and which then act as a drag on ha nks ’ efficiency and 
competitiveness. In the first portion of my testimony, I summarize initiatives the OCC has un¬ 
dertaken in the past decade, and the efforts in which we are currently involved on an interagency 
basis, to review and revise regulations to reduce unnecessary regulatory burdens stemming from 
our rules. 

Second, there are regulatory burden reduction initiatives that must come from Congress in the 
form of federal legislation —adding provisions to law to provide new flexibilities, modifying re¬ 
quirements to be less burdensome, and in some cases, eliminating certain requirements currently 
in the law altogether. This hearing today is a crucial stage in that process, and we and the other 
witnesses you will hear from have a number of suggestions to offer. My testimony will highlight 
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several of the OCC’s priority recommendations, and an appendix to my testimony contains a 
more extensive set of suggestions. 

Finally, it is important to recognize that many of the areas that are often identified as prospects 
for regulatory burden reduction involve requirements put in place by Congress for the protection 
of consumers. Over the years, those requirements have accreted, and in the disclosure area, in 
particular, consumers receive disclosures so voluminous and so technical that many simply don’t 
read them-or when they do, don’t understand them. At some point as we continue our efforts to 
address regulatory burdens, we are going to run out of discrete fixes to make and face more fun¬ 
damental questions about basic approaches. If we were to undertake that task, and do it responsi¬ 
bly, we need much better data on the costs resulting from particular regulatory requirements, and 
the benefits of that requirement—particularly relative to other approaches that might be used to 
achieve Congress’ goals—than we have now. I would urge the committee to consider what sort of 
information and analysis would need to be assembled as a foundation for such an undertaking. 

Regulatory Initiatives to Address Regulatory Burden 

The OCC constantly reviews its regulations to identify opportunities to streamline regulations or 
regulatory processes, while still ensuring that the goals of protecting safety and soundness, ensur¬ 
ing the integrity of ha nk operations, and safeguarding the interests of consumers are met. In the 
mid 1990s, pursuant to our “Regulation Review” project, we went through every regulation in our 
rulebook with that goal in mind. We have since conducted several supplemental reviews focused 
on particular areas where we thought further improvements could be made. 

With respect to regulatory processes, the OCC recently adopted a final rule that allows national 
banks to file licensing applications electronically, utilizing the agency’s new electronic filing 
system, called e-Corp. This ruling materially reduces the paperwork burden on national ha nks and 
achieves greater efficiency in the OCC’s regulatory processes. 

The OCC, together with the banking agencies, the Federal Trade Commission, Securities and Ex¬ 
change Commission (SEC) and Commodity Futures Trading Co mm ission also have undertaken 
an effort to simplify the privacy notices to consumers required under the Gramm-Eeach-Bliley 
Act (GEBA). The agencies asked for comments on whether to consider amending their privacy 
regulations to allow, or require, financial institutions to provide alternative types of privacy 
notices, such as a short-form privacy notice, that would be more consumer friendly and easier for 
consumers to understand and ha nks to implement. The agencies also asked commenters to pro¬ 
vide sample privacy notices that they believe work well for consumers, and to provide the results 
of any consumer testing that has been conducted in this area. We also will be conducting a series 
of focus groups with consumers to find out—from them—what sort of information they find most 
meaningful, and the most effective way to disclose it to them. This project has the potential to be 
a win-win for consumers and financial institutions—more effective and meaningful disclosures 
for consumers, and reduced burden on institutions to produce and distribute privacy notices. 
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We are also active participants and supporters of the regulatory burden reduction initiative being 
led by Vice Chairman Reich of the Federal Deposit Insurance Corporation (FDIC). Under Vice 
Chairman Reich’s capable and dedicated leadership, the federal banking agencies currently are 
conducting the 10-year regulatory review required under section 2222 of the Economic Growth 
and Regulatory Paperwork Reduction Act of 1996 (EGRPRA). Section 2222 requires the Federal 
Financial Institutions Examination Council and each federal banking agency to conduct a review 
of all regulations every 10 years to identify outdated, unnecessary regulatory requirements. The 
current review period ends in September 2006. 

As part of the EGRPRA process, the banking agencies have broken out their regulations into 
twelve categories. The agencies have agreed to ask for public comments every six months on the 
regulations in one or more of these categories throughout the review period. To date, the agen¬ 
cies have issued two joint notices for public comment and are about to put out a third. Each of 
the comments received is being carefully reviewed and will be considered in formulating the 
agencies’ recommendations for specific regulatory changes that also will be published for public 
comment. 

Moreover, in addition to soliciting written comments, the federal banking agencies, in conjunc¬ 
tion with the Conference of State Ra nk Supervisors and state regulatory agencies, held five 
banker outreach meetings last year in different cities so that the regulators could hear first-hand 
the bankers’ concerns and suggestions to reduce burden.' These meetings were so well attended 
and successful that at least three more are being held this year. In addition, we held a consumer 
and community groups outreach meeting earlier this year in the Washington, D.C., area and we 
have tentative plans to hold two more meetings in other locations. 

The agencies are making every effort to ensure that there is ample opportunity for consumers and 
the industry to participate in this process. I would like to thank Vice Chairman Reich for his work 
on this important project and his efforts to make sure that our review is as comprehensive and 
encompassing of as many different viewpoints as possible. 

Moreover, as you know, section 2222 of EGRPRA recognizes that some of the changes suggested 
by the public comments may require legislative changes and cannot be appropriately addressed 
through a regulatory amendment. Thus, the banking agencies have been discussing jointly recom¬ 
mending certain legislative changes to reduce burden that have been raised by co mm enters as part 
of the EGRPRA process and we welcome the opportunity to make further suggestions. 


' During the EGRPRA outreach sessions held by the interagency working group, some bankers also identified the 
requirements under the current privacy regulations as a significant burden. 
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OCC Support for Regulatory Burden Relief Legislation 

The results that Congress ean achieve by removing or reducing regulatory burden imposed by 
federal statutes can be broader and more far-reaching than regulatory changes that we can make 
under the current law. My testimony will highlight some of the important items that the OCC be¬ 
lieves will reduce regulatory burden on our banking system and will benefit consumers. We have 
highlighted other changes that the OCC believes will significantly e nh ance safety and soundness. 
These and other suggestions are discussed in more detail in an appendix to my testimony.^ 

National Banks 

Repealing State Opt-In Requirements for De Novo Branching. As both national and state banks 
seek to establish branch facilities to enhance service to customers, a change that would reduce 
burden would be to repeal the state opt-in requirement that applies to banks that choose to ex¬ 
pand interstate by establishing branches de novo. Under the Riegle-Neal Interstate Banking and 
Branching Efficiency Act of 1994, interstate expansion through bank mergers generally is subject 
to a state “opt-out” that had to be in place by June 1, 1997. Under the time frames in the statute, 
interstate ha nk mergers are now permissible in all 50 states. De novo branching, however, is 
permissible only in those approximately 17 states that have affirmatively opted-in to allow the 
establishment of new branches in the state. In many cases in order to serve customers in multi¬ 
state metropolitan areas or regional markets, ha nks must, under current law, structure artificial 
and unnecessarily expensive transactions in order to establish a new branch across a state border. 
Enactment of this recommended amendment would relieve these unnecessary and costly burdens 
on the industry. 

Providing Relief for Subchapter S National Banks. Another priority item supported by the OCC 
is an amendment that would allow directors of national ha nks that are organized as Subchapter 
S corporations to purchase subordinated debt instead of capital stock to satisfy the directors’ 
qualifying shares requirements in national banking law. As a result, the directors purchasing such 
debt would not be counted as shareholders for purposes of the 75-shareholder limit that applies 
to Subchapter S corporations. This relief would make it possible for more community ha nk s with 
national bank charters to organize in Subchapter S form while still requiring that such national 
bank directors retain their personal stake in the financial soundness of these banks. 

Simplifying Dividend Calculations for National Banks. Under current law, the formula for cal¬ 
culating the amount that a national ha nk may pay in dividends is both complex and antiquated 
and unnecessary for purposes of safety and soundness. The amendment supported by the OCC 


^ Many of the suggested changes that we discuss are included in H.R. 1375, the Financial Services Regulatory Relief 
Act of 2004, as passed by the House on March 18, 2004. However, we also are recommending some new amendments 
that were not part of the House-passed bill and have identified these new provisions in the appendix. 
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would make it easier for national ha nks to perform this ealeulation, while retaining safeguards in 
the eurrent law that provide that national ha nks (and state member hanks)^ need the approval of 
the Comptroller (or the Federal Reserve Board (FRB) in the ease of state member banks) to pay 
a dividend that exeeeds the eurrent year’s net ineome combined with any retained net income 
for the preceding two years. The amendment would ensure that the OCC (and the FRB for state 
member banks) would continue to have the opportunity to deny any dividend request that may 
deplete the net income of a ha nk that may be moving towards troubled condition. Other safe¬ 
guards, such as Prompt Corrective Action, which prohibit any insured depository institution from 
paying any dividend if, after that payment, the institution would be undercapitalized (see 12 USC 
1831 0 (d)( 1 )) would remain in place. 

Resolving Ambiguities About Federal Court Diversity Jurisdiction. Also among our priority items 
is an amendment that would provide a single-state citizenship rule for national ha nks and other 
federally chartered depository institutions for purposes of determining federal court diversity 
jurisdiction. Under this uniform rule, a federally chartered depository institution, i.e., a national 
bank or a federal savings association, would be a citizen only of the state in which it has its main 
office. Our suggested amendment would apply comparable treatment to national ha nk s and fed¬ 
eral thrifts. Both national ha nk s and federal thrifts are federally chartered and neither is incorpo¬ 
rated under the laws of any state. Providing more certainty on this issue would reduce burden and 
costs on national banks and federal thrifts. 

Modernizing Corporate Governance. The OCC also supports an amendment that would eliminate 
a requirement in current law that precludes a national bank from prescribing, in its articles of as¬ 
sociation, the method for election of directors that best suits its business goals and needs. Unlike 
most other companies and state banks, national ha nks cannot choose whether or not to permit 
cumulative voting in the election of their directors. Instead, current law requires a national bank 
to permit its shareholders to vote their shares cumulatively. Providing a national bank with the au¬ 
thority to decide for itself whether to permit cumulative voting in its articles of association would 
conform the National Bank Act to modem corporate codes and provide a national bank with the 
same corporate flexibility available to most corporations and state banks. 

Modernizing Corporate Structure Options. Another amendment that is strongly supported by 
the OCC is an amendment to national banking law clarifying that the OCC may permit a na¬ 
tional ha nk to organize in any business form, in addition to a “body corporate.” An example of 
an alternative form of organization that may be permissible would be a limited liability national 
association, comparable to a limited liability company. The provision also would clarify that the 
OCC by regulation may provide the organizational characteristics of a national ha nk operating in 


^ See 12 USC 324 and 12 CFR 208.5 generally applying the national bank dividend approval requirements to state 
member banks. 


156 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 



SPEECHES AND CONGRESSIONAL TESTIMONY 


an alternative form, eonsistent with safety and soundness. Exeept as provided by these organiza¬ 
tional eharaeteristies, all national banks, notwithstanding their form of organization, would have 
the same rights and privileges and be subjeet to the same restrietions and enforeement authority. 

Sueh an amendment would allow a national ha nk to ehoose the business form that is most consis¬ 
tent with the ha nk s’ business plans and would, thus, improve the efficiency of a national ha nk ’s 
operations. For example, if the OCC should permit a national bank to organize as a limited li¬ 
ability national association, this may be a particularly attractive option for community banks. The 
bank may then be able to take advantage of the pass-through tax treatment for comparable entities 
organized as limited liability companies (LLCs) under certain tax laws and eliminate double taxa¬ 
tion under which the same earnings are taxed both at the corporate level as corporate income and 
at the shareholder level as dividends. Some states currently permit state ha nks to be organized as 
unincorporated LLCs and the FDIC adopted a rule allowing certain state ha nk LLCs to qualify for 
federal deposit insurance. This amendment would clarify that the OCC can permit national ha nks 
to organize in an alternative business form, such as an LLC, in the same manner. 

Paying Interest on Demand Deposits. The OCC supports amendments to the banking laws to 
repeal the statutory prohibition that prevents ha nks from paying interest on demand deposits. 

The prohibition on paying interest on demand deposits was enacted approximately 70 years ago 
for the purpose of deterring large ha nks from attracting deposits away from community banks. 

The rationale for this provision is no longer true today and financial product innovations, such as 
sweep services, allow banks and their customers to avoid the statutory restrictions. Repealing this 
prohibition would reduce burden on consumers, including small businesses, and reduce costs as¬ 
sociated with establishing such additional accounts to avoid the restrictions. 

Federal Branches and Agencies of Foreign Banks. 

The OCC also licenses and supervises federal branches and agencies of foreign banks. Federal 
branches and agencies generally are subject to the same rights and privileges, as well as the same 
duties, restrictions, penalties, liabilities, conditions and limitations and laws that apply to national 
banks. Thus, federal branches and agencies will benefit equally from legislation that would re¬ 
duce burden on national banks. Branches and agencies of foreign banks, however, also are subject 
to other requirements under the International Banking Act of 1978 (IBA) that are unique to their 
organizational structure and operations in the U.S. as an office of a foreign bank. In this regard, 
the OCC is recommending amendments to reduce certain unnecessary burdens on federal branch¬ 
es and agencies while preserving national treatment with national banks. 

Implementing Risk-Based Requirements for Federal Branches and Agencies. Apriority item for 
the OCC is an amendment to the International Banking Act of 1978 to allow the OCC to set the 
capital equivalency deposit (CED) for federal branches and agencies to reflect their risk profile. 
We support an amendment that would allow the OCC, after consultation with the Federal Fi¬ 
nancial Institutions Examination Council, to adopt regulations setting the CED on a risk-based 
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institution-by-institution basis. This approach would closely resemble the risk-based capital 
framework that applies to both national and state banks. 

Agency Operations 

Improving Ability to Obtain Information from Regulated Entities. Another item that we recom¬ 
mend be adopted is an amendment that would permit all of the federal banking agencies-the 
OCC, FDIC, Office of Thrift Supervision (OTS), and the Federal Reserve Board-to establish 
and use advisory committees in the same manner. Under current law, only the Board is exempt 
from the disclosure requirements under the Federal Advisory Committee Act (FACA). The OCC, 
FDIC, and OTS, however, also supervise insured depository institutions and these institutions 
and their regulators have the same need to share information and to be able to conduct open and 
frank discussions about important supervisory and policy issues without fear of information being 
withheld because it must be publicly disclosed. Because of the potentially sensitive nature of this 
type of information, the public meeting and disclosure requirements under FACA could inhibit 
the supervised institutions from providing the OCC, FDIC, or OTS with their candid views. Our 
amendment would enhance the free exchange of information between all depository institutions 
and their federal hank regulators with resulting safety and soundness benefits. 

Safety and Soundness 

The OCC also supports a number of amendments that would promote and maintain the safety and 
soundness and facilitate the ability of regulators to address and resolve problem situations. 

Enforcing Written Agreements and Commitments. The OCC supports an amendment that would 
expressly authorize the federal banking agencies to enforce written agreements and conditions 
imposed in writing in connection with an application or when the agency imposes conditions as 
part of its decision not to disapprove a notice, e.g., a Change in Bank Control Act (CBCA) notice. 

Such a provision would overturn recent federal court decisions that conditioned the agencies’ au¬ 
thority to enforce such conditions or agreements with respect to a nonha nk party to the agreement 
on a showing that the nonha nk party was “unjustly enriched.” This change will enhance the safety 
and soundness of depository institutions and protect the deposit insurance funds from unnecessary 
losses. 

Barring Convicted Felons From Participating in the Affairs of Depository Institutions. The OCC 
also supports an amendment to the banking laws that would give the federal banking agencies the 
authority to prohibit a person convicted of a crime involving dishonesty, breach of trust, or money 
laundering from participating in the affairs of an uninsured national or state ha nk or uninsured 
branch or agency of a foreign ha nk without the consent of the agency. Under current law, the 
ability to keep these “bad actors” out of depository institutions applies only to insured depository 
institutions. 
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Ensuring That Accountants of Insured Depository Institutions Are Held to the Same Standard as 
Any Other Institution-Affiliated Party. Under current law, independent contractors for insured 
depository institutions are treated more leniently under the enforcement provisions in the banking 
laws than are directors, officers, employees, controlling shareholders, or even agents for the insti¬ 
tution or shareholders, consultants, and joint venture partners who participate in the affairs of the 
institution (institution-affiliated parties (lAP)). To establish that an independent contractor, such 
as an accountant, has the type of relationship with the insured depository institution that would 
allow a federal banking agency to take action against the accountant for a violation of law, breach 
of fiduciary duty, or an unsafe or unsound banking practice, the banking agency must show that 
the accountant “knowingly and recklessly” participated in such a violation. This standard is so 
high that it is extremely difficult for the banking agencies to take enforcement actions against 
accountants and other contractors who engage in wrongful conduct. The OCC supports remov¬ 
ing the “knowing and reckless” requirement to hold independent contractors to a standard that is 
more like the standard that applies to other lAPs. 

Strengthening the Supervision of Stripped-Charter Institutions. The OCC supports an amendment 
to the CBCA to address issues that have arisen for the banking regulators when a stripped-charter 
institution (i.e., an insured ha nk that has no ongoing business operations because, for example, all 
of the business operations have been transferred to another institution) is the subject of a change- 
in-control notice. The agencies’ primary concern with such CBCA notices is that the CBCA is 
sometimes used as a way to acquire a bank with deposit insurance without submitting an applica¬ 
tion for a de novo charter and an application for deposit insurance even though the risks presented 
by the two transactions may be substantively identical. In general, the scope of review of a de 
novo charter application or deposit insurance application is more comprehensive than the statuto¬ 
ry grounds for denial of a notice under the CBCA. There also are significant differences between 
the application and notice procedures. In the case of an application, the banking agency must 
affirmatively approve the request before a transaction can be consummated. Under the CBCA, if 
the federal banking agency does not act to disapprove a notice within certain time frames, the ac¬ 
quiring person may consummate the transaction. To address these concerns, the OCC supports an 
amendment that (1) would expand the criteria in the CBCA that allow a federal banking agency to 
extend the time period to consider a CBCA notice so that the agency may consider business plan 
information, and (2) would allow the agency to use that information in determining whether to 
disapprove the notice. 

Conclusion 

Mr. Chairman, on behalf of the OCC, I tha nk you for your leadership in holding these hearings. 

As I have indicated, the OCC supports initiatives that will reduce urmecessary burden on the 
industry in a responsible manner. We believe that the changes outlined in my testimony today will 
further these objectives. We would be pleased to work with you and your staff on these issues. 
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Appendix 

Summary of the Regulatory Burden Relief Legislation Supported by the 
Office of the Comptroller of the Currency 

National Banks 

Repealing State Opt-ln Requirements for De Novo Branching. The OCC supports amending sec¬ 
tion 5155(g) of the Revised Statutes of the United States (12 USC 36(g)), section 18(d)(4) of the 
Federal Deposit Insurance Act (FDIA) (12 USC 1828(d)(4)), section 9 of the Federal Reserve 
Act (FRA) (12 USC 321), and section 3(d)(1) of the Ra nk Flolding Company Act (BFICA) (12 
USC 1842(d)(1)) to ease certain restrictions on ha nk s’ interstate banking and branching. Under 
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (Riegle-Neal Act), an 
out-of-state national or state bank may establish a de novo branch in a state only if that state has 
adopted legislation affirmatively “opting in” to de novo branching. This amendment would repeal 
the requirement that a state expressly must adopt an “opt-in” statute to permit the de novo branch¬ 
ing form of interstate expansion. The amendment also would repeal the state age requirement for 
interstate mergers. The Riegle-Neal Act permits a state to prohibit an out-of-state ha nk or ha nk 
holding company from acquiring an in-state ha nk unless the state hank has been in existence for a 
minimum period of time (which may be as long as five years). 

Under the Riegle-Neal Act, interstate expansion through bank mergers generally is subject to a 
state “opt-out” that had to be in place by June 1, 1997. While two states “opted out” at the time, 
interstate bank mergers are now permissible in all 50 states. By contrast, de novo branching by 
banks requires states to pass legislation to affirmatively “opt-in” to permit out-of-state ha nks to 
establish new branches in the state. This requires ha nk s in many cases to structure artificial and 
unnecessarily expensive transactions in order for a ha nk to simply establish a new branch across 
a state border. However, federal thrifts are not similarly restricted and generally may branch 
interstate without the state law “opt-in” requirements that are imposed on banks. Also, repeal of 
the state age requirement would remove a limitation on hank acquisitions by out-of-state banking 
organizations that is no longer necessary if interstate de novo branching is permitted. 

Enactment of this amendment should enhance competition in banking services with resulting 
benefits for bank customers. Moreover, it will ease burdens on ha nk s that are planning interstate 
expansion through branches and would give banks greater flexibility in formulating their business 
plans and in making choices about the form of their interstate operations. 

Providing Relief for Subchapter S National Banks. The OCC supports amending section 5146 of 
the Revised Statutes of the United States (12 USC72) to provide more flexible requirements re¬ 
garding director qualifying shares for national banks operating, or seeking to operate, as Subchap¬ 
ter S corporations. The National Banking Act currently requires all directors of a national bank to 
own “shares of the capital stock” of the bank having an aggregate par value of at least $ 1,000, or 
an equivalent interest, as determined by the Comptroller, in a bank holding company that controls 
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the hank. This amendment would permit the Comptroller to allow the use of a debt instrument 
that is subordinated to the interests of depositors, the Federal Deposit Insurance Corporation 
(FDIC), and other general creditors to satisfy the qualifying shares requirement for directors of 
national ha nks seeking to operate in Subchapter S status. 

The requirement in current law creates difficulties for some national ha nks that operate in Sub¬ 
chapter S form. It effectively requires that all directors be shareholders, thus making it difficult 
or impossible for some banks to comply with the 75-shareholder limit that defines eligibility for 
the benefit of Subchapter S tax treatment, which avoids double tax on the bank’s earnings. Such a 
subordinated debt instrument would have features resembling an equity interest, since the direc¬ 
tors could only be repaid if all other claims of depositors and nondeposit creditors of the ha nk 
were first paid in full, including the FDIC’s claims, if any. It would thus ensure that directors 
retain their personal stake in the financial soundness of the bank. However, the holding of such an 
instrument would not cause a director to be counted as a shareholder for purposes of Subchapter 
S. 

Resolving Ambiguities in Federal Court Jurisdiction. The OCC supports amending chapter three 
of title LXII of the Revised Statutes of the United States (12 USC 81, et seq.) to provide that, in 
determining whether a federal court has diversity jurisdiction over a case in which a national ha nk 
is a party, a national bank is considered to be a citizen only of the state in which the ha nk has its 
main office. Other versions of this proposal have provided the single-state rule only for federal 
savings associations. The OCC supports expanding these versions to include national banks, as 
well as federal thrifts. National banks, like federal thrifts, are chartered by the federal government 
and not by any state. As a result, national ha nks also have been subject to differing court rulings 
on their citizenship status for purposes of diversity jurisdiction. There is no reason to have this 
unique, special citizenship rule only for federally chartered thrift institutions. It makes sense to 
treat all federally chartered depository institutions the same and end the confusion. 

National banks’ diversity jurisdiction is governed by 28 USC 1348. This statute provides that gen¬ 
erally national banks are “citizens” of the states in which they are “located.” The term “located” 
is not defined in section 1348 and the federal courts have not defined the term consistently. For 
example, in 2001, a U.S. Circuit Court concluded that a national ha nk is “located” in and a citizen 
of the state of its principal place of business and the state listed in its organization certificate. 

See Firstar Bank, N.A. v. Faul, 253 F.3d 982 (U.S. Court of Appeals for the 7th Circuit 2001) 
(Firstar). This circuit court opinion has created some confusing issues for national banks. The 
state listed in a national ha nk ’s organization certificate may not necessarily be the state in which 
the national ha nk currently has its main office. Under federal law, a national bank can relocate 
its main office to a state other than that designated in its organization certificate.'* However, no 
new organization certificate would need to be issued. After such a relocation, it is possible that 


“ 12 USC 30. 
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the national ha nk may no longer have any offices in the state listed in its organization certificate. 
Under Firstar, however, the ha nk would continue to be deemed a citizen of that state for diversity 
purposes because it is the state listed in its organization certificate. 

Courts generally have followed the Firstar decision since it was issued. However, more recently 
other courts have held that a national ha nk is “located” in the state where it has its principal place 
of business and in the state specified in its articles of association. See RDC Funding Corp. v. 
Wachovia Bank, N.A., No. 3:03cvl360 (JBA), 2004 U.S. Dist. LEXIS 5524 (U.S. District Court 
for the District of Connecticut, March 31, 2004); Evergreen Forest Products of Georgia v. Bank 
of America, 262 F. Supp. 2d 1297, 1306-07 (U.S. District Court for the Middle District of Ala¬ 
bama 2003). Under these cases, because a national ha nk ’s articles of association must be updated 
to reflect the bank’s current main office, the articles of association and not the ha nk ’s organization 
certificate should be used to determine citizenship status in diversity cases. However, even under 
this interpretation, a national ha nk also could potentially be a citizen of two states but a different 
criterion is used to identify one of the two states. 

The OCC’s suggested amendment would resolve these ambiguities and provide relief to national 
banks, as well as federal thrifts. It would provide a clear uniform rule for determining the citizen¬ 
ship of all federally chartered depository institutions and put into place a simple, single-state rule. 

The amendment recommended by the OCC is a new provision and was not included in the 
House-passed version of H.R. 1375, the Financial Services Regulatory Relief Act of 2004 
(FSRRA). 

Modernizing Corporate Governance. The OCC supports amending section 5144 of the Revised 
Statutes of the United States (12 USC 61). Section 5144 imposes mandatory cumulative voting 
requirements on all national banks. This law currently requires that, in all elections of national 
bank directors, each shareholder has the right to (1) vote for as many candidates as there are di¬ 
rectors to be elected and to cast the number of votes for each candidate that is equal to the number 
of shares owned, or (2) cumulate his or her votes by multiplying the number of shares owned 
by the number of directors to be elected and casting the total number of these votes for only one 
candidate or allocating them in any manner among a number of candidates. The OCC support an 
amendment that would permit a national bank to provide in its articles of association the method 
of electing its directors that best suits its business goals and needs and would provide the OCC 
with authority to issue regulations to carry out the purposes of this section. 

The Model Business Corporation Act and most states’ corporate codes provide that cumulative 
voting is optional. The amendment recommended by the OCC would conform this provision of 
the National Ba nk Act to modem corporate codes and would provide national banks with the 
same corporate flexibility available to most state corporations and state banks. 

Modernizing Corporate Structure Options. The OCC supports amending the Revised Statutes of 
the United States (12 USC 21 et seq.) to clarify the Comptroller’s authority to adopt regulations 
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allowing national banks to be organized in different business forms. Notwithstanding the form of 
organization, however, generally all national ha nk s would continue to have the same rights and 
be subject to the same restrictions and requirements except to the extent that different treatment 
may be appropriate based on the different forms of organization. Many of the requirements in the 
National Bank Act are based on a national ha nk having stock and shareholders. It is expected that 
the Comptroller will apply these requirements in a comparable manner to other authorized organi¬ 
zational forms except as warranted by the differences in form. 

The OCC’s suggested amendment would reduce burden on national banks and allow them to 
choose among different business organizational forms, as permitted by the Comptroller, and to 
select the form that is most consistent with the their business plans and operations so that they 
may operate in the most efficient manner. Certain alternative business structures may be particu¬ 
larly attractive for community banks. For example, if the Comptroller should permit a national 
bank to be organized as a limited liability national association and establish the characteristics of 
such a national bank, the ha nk then may be able to take advantage of the pass-through tax treat¬ 
ment for comparable limited liability entities under certain tax laws and eliminate double taxation 
under which the same earnings are taxed both at the corporate level as corporate income and at 
the shareholder level as dividends. 

Some states currently permit state ha nk s to be organized as unincorporated limited liability com¬ 
panies (LLCs) and the FDIC recently adopted a rule that will result in certain state bank LLCs 
being eligible for federal deposit insurance. Clarifying that national banks also may be organized 
in alternative business forms would provide a level playing field. 

Paying Interest on Demand Deposits. The OCC supports repealing section 19(i) of the FRA (12 
use 371a), section 5(b)(1)(B) of the Home Owners’ Loan Act (HOLA) (12 USC 1464(b)(1)(B)) 
and section 18 of the FDIA (12 USC 1828) to permit member banks, thrifts, and nonmember 
banks, respectively, to pay interest on demand deposits. In a joint report submitted to Congress 
in September 1996, the OCC, along with the other federal banking agencies, concluded that 
the statutory prohibition against the payment of interest on demand deposits no longer serves a 
useful public purpose. See Joint Report: Streamlining of Regulatory Requirements (September 
23, 1996). Because banks can pay interest on NOW accounts held by individuals, it is primarily 
business checking accounts that are subject to prohibition on paying interest on demand depos¬ 
its. Banks, however, find ways around this prohibition for their business customers through such 
financial products as sweep accounts that sweep excess demand deposits into money market 
investments. These programs are costly for the banks to maintain, an inefficient use of the banks’ 
resources, and an unnecessary burden on business customers to establish such accounts. 

Simplifying Dividend Calculations for National Banks. The OCC supports amending section 5199 
of the Revised Statutes of the United States (12 USC 60) to simplify the formula for calculating 
the amount that a national ha nk may pay in dividends. The current law requires ha nks to follow 
a complex formula that is unduly burdensome and unnecessary for safety and soundness. The 
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proposed amendment would retain eertain safeguards in the eurrent law that provide that national 
banks (and state member banks)^ need the approval of the Comptroller (or the FRB in the ease of 
state member banks) to pay a dividend that exeeeds the current year’s net income combined with 
any retained net income for the preceding two years. For purposes of the approval requirement, 
these federal regulators would retain the authority to reduce the amount of a ha nk ’s “net income” 
by any required transfers to funds, such as a sinking fund for retirement of preferred stock. 

The amendment would reduce burden on banks in a manner that is consistent with safety and 
soundness. Among other things, the amendment would ensure that the OCC (and the FRB for 
state member banks) would continue to have the opportunity to deny any dividend request that 
may deplete the net income of a bank that may be moving towards troubled condition. Impor¬ 
tantly, the amendment would not affect other safeguards in the National Bank Act (12 USC 56). 
These provisions generally prohibit national banks from withdrawing any part of their permanent 
capital or paying dividends in excess of undivided profits except in certain circumstances. 

Moreover, other safeguards, such as Prompt Corrective Action, have been enacted in the last ten 
years that provide additional safety and soundness protections for all insured depository institu¬ 
tions. The proposed amendment would not affect the applicability of these safeguards. These ad¬ 
ditional safeguards prohibit any insured depository institution from paying any dividend if, after 
that payment, the institution would be undercapitalized (see 12 USC 1831o(d)(l)). 

Repealing Obsolete Limitations on the OCC’s Removal Authority. The OCC supports amending 
section 8(e)(4) of the FDIA (12 USC 1818(e)(4)) relating to the procedures for the removal of an 
institution-affiliated party from office or participation in the affairs of an insured depository in¬ 
stitution. With respect to national banks, current law requires the OCC to certify the findings and 
conclusions of an administrative law judge to the FRB for the FRB’s determination as to whether 
any removal order will be issued. This amendment would repeal this certification and FRB ap¬ 
proval process and allow the OCC directly to issue the removal order with respect to national 
banks. 

The present system stems from historical decisions made by Congress on circumstances that are 
no longer applicable. Originally, the role of the OCC in removal cases was to certify the facts 
of the case to the FRB. The FRB then made the decision to pursue the case and made the final 
agency decision. At that time, the Comptroller was a member of the FRB and, therefore, partici¬ 
pated in the FRB’s final removal decision. Flowever, Congress later removed the Comptroller 
from the FRB and gave the OCC the authority directly to issue suspensions and notices of inten¬ 
tion to remove. 

All of the federal banking agencies, except the OCC, may remove a person who engages in 
certain improper conduct from the banking business. This amendment would give the Comptrol- 


^ See 12 USC 324 and 12 CFR 208.5 generally applying the national bank dividend approval requirements to state 
member banks. 
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ler the same removal authority as the other banking agencies to issue orders to remove persons 
who have been determined under the statute to have, for example, violated the law or engaged in 
unsafe or unsound practices in connection with an insured depository institution. Like the other 
banking agencies, the Comptroller should make these decisions about persons who engage in 
improper conduct in connection with the institutions for which the Comptroller is the primary su¬ 
pervisor. This is a technical change to streamline and expedite these actions and has no effect on 
a person’s right to seek judicial review of any removal order. The FRB also supports this amend¬ 
ment. 

Repealing Obsolete Intrastate Branch Capital Requirements. The OCC supports amending sec¬ 
tion 5155(c) of the Revised Statutes of the United States (12 USC 36(c)) to repeal the require¬ 
ment that a national bank, in order to establish an intrastate branch office in a state, must meet the 
capital requirements imposed by the state on state ha nks seeking to establish intrastate branches. 

This technical amendment would repeal the obsolete capital requirement for the establishment of 
intrastate branches by national banks. This requirement is not necessary for safety and soundness. 
Branching restrictions are already imposed under other provisions of law to limit the operations 
of a ha nk if it is in troubled condition. See 12 USC 183 lo(e) (prompt corrective action). 

Clarifying the Waiver of Publication Requirements for Bank Merger Notices. The OCC sup¬ 
ports amending sections 2(a) and 3(a)(2) of the National Bank Consolidation and Merger Act (12 
USC 215(a) and 215a(a)(2), respectively) concerning the newspaper publication requirement of 
a shareholder meeting to vote on a consolidation or merger of a national bank with another ha nk 
located within the same state. This change would clarify that the publication requirement may 
be waived by the Comptroller in the case of an emergency situation or by unanimous vote of the 
shareholders of the national or state ha nk s involved in the transaction. 

This amendment does not affect other requirements in the law. The current law also requires that 
the consolidation or merger must be approved by at least a 2/3 vote of the shareholders of each 
bank involved in the transaction. In addition, the shareholders of the ha nks generally must receive 
notice of the meeting by certified or registered mail at least ten days prior to the meeting. These 
provisions are not changed. 

Repealing Obsolete References to the Main Place of Business of a National Bank. The OCC sup¬ 
ports amending two sections of the Revised Statutes of the United States (12 USC 22 and 81) to 
replace obsolete language that is used in these two sections with the modern term “main office.” 

The change to 12 USC 22 would clarify that the information required to be included in a national 
bank’s organization certificate is the location of its main office. The change of 12 USC 81 would 
clarify that the general business of a national ha nk shall be transacted in its main office and in 
its branch or branches. Both statutes currently use obsolete terms to describe a main office of a 
national hank. 
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Deleting Obsolete Language in the National Bank Act. The OCC supports amending section 5143 
of the Revised Statues of the United States (12 USC 59) to delete obsolete language. Generally, 

12 use 59 permits a national ha nk to reduce its capital and distribute cash or other assets to its 
shareholders that become available as a result of the reduction if approved by a vote of two-thirds 
of its shareholders and by the OCC. The current statute, however, also references two obsolete 
provisions. The first provision limits the amount of the capital reduction to a “sum not below the 
amount required by this chapter to authorize the formation of associations.” This limitation refers 
to the obsolete minimum capital requirement for a de novo institution that was provided under 
12 USC 51; however, 12 USC 51 was repealed in 2000 by the American Homeownership and 
Economic Opportunity Act of 2000, Pub. L. No. 106-569, Title XII, 1233(c). The second obsolete 
provision limits the amount of a ha nk ’s capital that can be reduced to the “amount required for its 
outstanding circulation.” The reference to “outstanding circulation” relates to the obsolete prac¬ 
tice by national ha nks of issuing circulating notes to serve as currency. 

This amendment would delete the obsolete language in the statute but would maintain the cur¬ 
rent relevant requirement that a national ha nk cannot reduce its capital and distribute assets to its 
shareholders unless approved by two-thirds of its shareholders and by the OCC. 

This amendment is a new provision and was not included in the House-passed version of the 
FSSRA. 

Safety and Soundness 

Enforcing Written Agreements and Commitments. The OCC supports amending the FDIA (12 
USC 1811, et seq.) to add a new section that provides that the federal banking agencies may en¬ 
force the terms of (1) conditions imposed in writing in connection with an application, notice, or 
other request, and (2) written agreements. 

This amendment would enhance the safety and soundness of depository institutions and protect 
the deposit insurance funds from unnecessary losses. This amendment is intended to reverse some 
court decisions that question the authority of the agencies to enforce such conditions or agree¬ 
ments against institution-affiliated parties (lAP) without first establishing that the lAP was un¬ 
justly enriched. In addition, the amendment would clarify that a condition imposed by a banking 
agency in connection with the nondisapproval of a notice, e.g., a notice under the Change in Bank 
Act (CBCA), can be enforced under the FDIA. 

Barring Convicted Felons From Participating in the Affairs of Depository Institutions. The OCC 
supports amending section 19 of the FDIA (12 USC 1829) to give the federal banking agencies 
the authority to prohibit a person convicted of a crime involving dishonesty, breach of trust, or 
money laundering from participating in the affairs of an uninsured national or state ha nk or unin¬ 
sured branch or agency of a foreign bank without the consent of the agency. Under current law, 
the ability to keep these bad actors out of depository institutions applies only to insured deposito- 
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ry institutions. The OCC believes that this amendment would help to enhanee the safe and sound 
operations of uninsured, as well as insured, institutions. 

Ensuring That Accountants of Insured Depository Institutions Are Held to the Same Standard as 
Other lAPs. The OCC supports amending seetion 3(u)(4) of the FDIA (12 USC 1813(u)(4)) to re¬ 
move the “knowing and reekless” requirement. This ehange would hold independent eontraetors 
to a standard that is more like the standard that applies to other lAPs. Under eurrent law, indepen¬ 
dent eontraetor lAPs are treated more leniently under the enforeement provisions in the bank¬ 
ing laws than are direetors, offieers, employees, eontrolling shareholders, or even agents for the 
institution or shareholders, eonsultants, and joint venture partners who partieipate in the affairs of 
the institution. To establish that an independent eontraetor, sueh as an aeeountant, has the type of 
relationship with the insured depository institution that would allow a federal banking ageney to 
take aetion against the aeeountant as an lAP for a violation of law, breaeh of fidueiary duty, or an 
unsafe or unsound banking practiee, the banking ageney must show that the aeeountant “know¬ 
ingly and reeklessly” partieipated in sueh a violation. This amendment would strike the “knowing 
and reekless” requirement. 

The knowing and reekless standard in the eurrent law is so high that it is extremely diffieult for 
the banking ageneies to take enforeement aetions against aeeountants and other eontraetors who 
engage in wrongful eonduet. The amendment will strengthen the ageneies’ enforeement tools with 
respeet to aeeountants and other independent eontraetors. 

This amendment is a new provision and is not ineluded in the House-passed version of the 
FSSRA. 

Strengthening the Supervision of Stripped-Charter Institutions. The OCC supports amending 
the CBCAin seetion 7(j) of the FDIA (12 USC 1817(j)) to expand the eriteria to allow a federal 
banking ageney to extend the time period to eonsider a CBCA notiee. Under the CBCA, a federal 
banking ageney must disapprove a CBCA notiee within eertain time frames or the transaetion 
may be eonsummated. Initially, the ageney has up to 90 days to issue a notiee of disapproval. The 
ageney may extend that period for up to an additional 90 more days if eertain eriteria are satisfied 
and this amendment provides for new eriteria that would allow an ageney to extend the time pe¬ 
riod under this additional up to 90-day period. The new eriteria that an ageney eould use to extend 
the time period ean provide the ageney more time to analyze the future prospeets of the institution 
or the safety and soundness of the acquiring party’s plans to sell the institution or make changes 
in its business operations, corporate structure, or management. Moreover, the amendment would 
permit the agencies to use that information as a basis to issue a notice of disapproval. 

The OCC believes that this amendment will address issues that have arisen for the banking 
regulators when a stripped-charter institution (i.e., an insured bank that has no ongoing business 
operations because, for example, all of the business operations have been merged into another 
institution) is the subject of a CBCA notice. The agencies’ primary concern with such CBCA 
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notices is that the CBCA is sometimes used as a way to acquire a bank with deposit insurance 
without submitting an application for a de novo charter and an application for deposit insurance. 

In general, the scope of review of a de novo charter application or deposit insurance application is 
more comprehensive than the statutory grounds for the denial of a notice under the CBCA. There 
are also significant differences between the application and notice procedures. In the case of an 
application, the banking agency must affirmatively approve the request before a transaction can 
be consummated. Under the CBCA, if the federal banking agency does not act to disapprove a 
notice within certain time frames, the acquiring person may consummate the transaction. In the 
case of a CBCA notice to acquire a stripped-charter institution, acquirers are effectively buying a 
bank charter without the requirement for prior approval and without the scope of review that the 
law imposes when applicants seek a new charter, even though the risks presented by the two sets 
of circumstances may be substantively identical. The recommended amendment would expand 
the criteria in the CBCA that allows a federal banking agency to extend the time period to con¬ 
sider a CBCA notice so that the agency may consider the acquiring party’s business plans and the 
future prospects of the institution and use that information in determining whether to disapprove 
the notice. 

Providing a Statute of Limitations for Judicial Review ofAppointment of a Receiver for a Na¬ 
tional Bank. The OCC supports amending section 2 of the National Ba nk Receivership Act (12 
use 191) to provide for a 30-day period to judicially challenge a determination by the OCC to 
appoint a receiver for a national hank. Current law generally provides that challenges to a deci¬ 
sion by the OTS to appoint a receiver or conservator for an insured savings association or the 
FDIC to appoint itself as receiver or conservator for an insured state depository institution must 
be raised within 30 days of the appointment. 12 USC 1464(d)(2)(B), 1821(c)(7). There is, how¬ 
ever, no statutory limit on a national ha nk ’s ability to challenge a decision by the OCC to appoint 
a receiver of an insured or uninsured national bank.*’ As a result, the general six-year statute of 
limitations for actions against the United States applies to the OCC’s receiver appointments. See 
James Madison, Ltd. v. Ludwig, 82 F.3d 1085 (U.S. Court of Appeals for the 1st Circuit. 1996). 

The six-year protracted time period under current law severely limits the OCC’s authority to man¬ 
age insolvent national hank s that are placed in receivership by the agency and the ability of the 
FDIC to wind up the affairs of an insured national ha nk in a timely manner with legal certainty. 

(In the case of an insured national ha nk that is placed in receivership by the OCC, the FDIC must 
be appointed the receiver.) The recommended amendment would make the statute of limitations 
governing the appointment of receivers of national ha nks consistent with the time period that gen¬ 
erally applies to other depository institutions. The amendment would not affect a national ha nk ’s 
ability to challenge a decision by the OCC to appoint a receiver, but simply require that these 


^ Under current law, there is a 20-day statute of limitations for challenges to the OCC’s decision to appoint a conserva¬ 
tor of a national bank. 12 USC 203(b)(1). 
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challenges must be brought in a timely manner and during the same time frame that generally ap¬ 
plies to other depository institutions. 

Allocating Examiner Resources More Efficiently. The OCC supports amending section 10(d) of 
the FDIA (12 USC 1820(d)) to provide that an appropriate federal banking agency may make ad¬ 
justments in the examination cycle for an insured depository institution if necessary for safety and 
soundness and the effective examination and supervision of insured depository institutions. Under 
current law, insured depository institutions must be examined by their appropriate federal bank¬ 
ing agencies at least once during a 12-month period in a full-scope, on-site examination unless an 
institution qualifies for the 18-month rule. Small insured depository institutions with total assets 
of less than $250 million and that satisfy certain other requirements may be examined on an 18- 
month basis rather than a 12-month cycle. The amendment would permit the banking agencies to 
make adjustments in the scheduled examination cycle as necessary for safety and soundness. 

Such an amendment would give the appropriate federal banking agencies the discretion to adjust 
the examination cycle of insured depository institutions to ensure that examiner resources are 
allocated in a manner that provides for the safety and soundness of insured depository institu¬ 
tions. For example, as deemed appropriate by a federal banking agency, a well-capitalized and 
well-managed ha nk ’s examination requirement for an annual or 18-month examination could be 
extended if the agency’s examiners were needed to immediately examine troubled or higher-risk 
institutions. This amendment would permit the agencies to use their resources in the more effi¬ 
cient manner. 

Enhancing the Ability of Banking Agencies to Suspend or Remove Bad Actors From Depository 
Institutions. The OCC supports amending section 8(g) of the FDIA (12 USC 1818(g)) to clarify 
that the appropriate federal banking agency may suspend or prohibit lAPs charged or convicted 
with certain crimes (including those involving dishonesty, breach of trust, or money laundering) 
from participating in the affairs of any depository institution and not only the institution with 
which the party is or was last affiliated. The amendment also would clarify that the section 8(g) 
authority applies even if the lAP is no longer associated with the depository institution at which 
the offense allegedly occurred or if the depository institution with which the lAP was associated 
is no longer is existence. Moreover, the amendment would allow the banking agency to suspend 
or remove an individual who attempts to become involved in the affairs of an insured depository 
institution after being charged with a covered crime. It makes little sense to allow the agencies to 
suspend or remove a person who is charged with such a crime while serving at an insured deposi¬ 
tory institution, but deny the agencies the ability to remove a person that becomes affiliated with 
an insured depository institution while under indictment for the same type of crime. 

Under current law, if an lAP is charged with such a crime, the suspension or prohibition will 
remain in effect until the charge is finally disposed of or until terminated by the agency. If the 
individual is convicted of such a crime, the party may be served with a notice removing the party 
from office and prohibiting the party for further participating in the affairs of a depository in- 
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stitution without the consent of the appropriate federal banking agencyT Before an appropriate 
federal banking agency may take any of these actions under section 8(g), the agency must find 
that service by the party may pose a threat to interests of depositors or impair public confidence 
in a depository institution. The statute further provides that an lAP that is suspended or removed 
under section 8(g) may request a hearing before the agency to rebut the agency’s findings. Unless 
otherwise terminated by the agency, the suspension or order of removal remains in effect until the 
hearing or appeal is completed. Current law, however, applies only to the depository institution 
with which the lAP is then associated. This amendment will help to ensure that, if a federal bank¬ 
ing agency makes the required findings, the agency has adequate authority to suspend or prohibit 
an lAP charged with such crimes from participating in the affairs of any depository institution if 
any of the various circumstances described above should occur. 

The amendment that the OCC supports is more comprehensive and covers more circumstances 
under which an lAP who is charged with such a crime may be suspended or removed than the 
amendment to section 8(g) that is included in the House-passed version of the FSSRA. 

Federal Branches and Agencies of Foreign Banks 

Implementing Risk-Based Requirements for Federal Branches and Agencies. The OCC supports 
an amending section 4(g) of the International Banking Act of 1978 (12 USC 3102(g)) concern¬ 
ing the Comptroller’s authority to set the amount of the capital equivalency deposit (CED) for a 
federal branch or agency. The CED is intended to ensure that assets will be available in the U.S. 
for creditors in the event of liquidation of a U.S. branch or agency. The current CED statute that 
applies to foreign ha nks operating in the U.S. through a federal license may impose undue regula¬ 
tory burdens without commensurate safety and soundness benefits. These burdens include obso¬ 
lete requirements about where the deposit must be held and the amount of assets that must be held 
on deposit. As a practical matter, the IBA sets the CED at Spercent of total liabilities of the federal 
branch or agency and provides that the CED must be maintained in such amount as determined 
by the Comptroller. As a result, federal branches and agencies often must establish a CED that is 
larger than the capital that would be required for a bank of corresponding size or for a similar size 
state-chartered foreign branch or agency in major key states. 

The OCC reco mm ends that section 4(g) be amended to allow the OCC, after consultation with 
the federal Financial Institutions Examination Council (FFIEC), to adopt regulations allowing 
the CED to be set on a risk-based institution-by-institution basis. Such an approach would more 
closely parallel the risk-based capital framework that applies to national and state banks. The Fed¬ 
eral Reserve Board has no objections to the OCC’s amendment. 


’Under another provision of the FDIA, any person convicted of any crime involving dishonesty, breach of trust, or 
money laundering may not, among other things, become or continue as an lAP with respect to any insured depository 
institution without the prior consent of the FDIC. 12 USC 1829. As discussed above, the OCC also supports amending 
section 1829 to apply to uninsured, as well as insured, depository institutions and to give the OCC the authority to keep 
these convicted felons out of uninsured national banks or federal branches or agencies. 


170 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 



SPEECHES AND CONGRESSIONAL TESTIMONY 


This amendment is a new provision and was not ineluded in the House-passed version of the 
FSSRA. 

Allowing the Option for a Federal Representative Office License. The OCC supports amending 
seetion 4 of the IBA (12 USC 3102) to permit the OCC to lieense federal representative offiees. 
Representative offiees of foreign ha nk s generally engage in representational funetions. They do 
not engage in eore banking aetivities, sueh as aeeepting deposits or lending money. Although the 
IBA sought to provide foreign ha nks with a federal option for their U.S. offiees by giving the 
OCC the authority to lieense federal branehes and ageneies, it did not provide the OCC with the 
authority to establish federal representative offiees. In this respeet, the IBA does not fiilly imple¬ 
ment the dual banking option, nor does it advanee the goal of national treatment for foreign ha nk s 
seeking to establish a representative offiee in the United States. 

The absenee of a federal representative offiee option has in some eases resulted in additional 
regulatory burden for those foreign banks that would want to have their entire U.S. operations 
under a federal lieense. If foreign banks with an existing federal braneh or ageney want to have a 
representative offiee, they are required to establish them under state law provisions, and thus gain 
another U.S. regulator (the state). 

The amendment supported by the OCC would provide foreign banks with the option of establish¬ 
ing federal representative offiees with OCC approval and under the OCC’s supervision. Speeifi- 
eally, it would authorize the OCC to approve the establishment of a representative offiee, pro¬ 
vided that state law does not prohibit this establishment. In aeting on an applieation to establish 
a federal representative offiee, the OCC generally would apply the same eriteria that it applies 
when it aets on federal braneh or ageney applieations. 

The amendment also would provide that the OCC would have the authority to regulate, supervise, 
and examine representative offiees that it lieenses. Finally, to ensure that the OCC has adequate 
authority to enforee this provision, the proposal would amend seetion 3(q) of the FDI Aet to 
inelude a federal representative offiee as an entity for whieh the Comptroller serves as the appro¬ 
priate federal banking ageney and, would further amend the FDI Aet to elarify that representative 
offiees are subjeet to the enforeement authority of the Federal Reserve and OCC under 12 USC 
1818. 

This amendment would not affeet or in any way diminish the Federal Reserve’s authority under 
eurrent law to approve (in addition to the primary, or lieensing, authority) the establishment of 
foreign banks’ U.S. offiees (federal- or state-lieensed branehes, ageneies, or representative of¬ 
fiees) and to examine any of these entities under the IBA. Moreover, the Federal Reserve would 
have the same ability to reeommend to the OCC that the lieense of a federal representative offiee 
be terminated that it has under eurrent law to reeommend that the lieense of a federal braneh or 
ageney be terminated. 
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This amendment is a new provision and was not ineluded in the House-passed version of the 
FSSRA. 

Providing Equal Treatment for Federal Agencies of Foreign Banks. The OCC supports amend¬ 
ing seetion 4(d) of the IBA (12 USC 3102(d)) to provide that the prohibition on uninsured de¬ 
posit-taking by federal ageneies of foreign ha nks applies only to deposits from U.S. eitizens or 
residents. As a result, a federal ageney would be able to aeeept uninsured foreign source deposits 
from non-U. S. citizens. State agencies of foreign ha nks may accept uninsured deposits from par¬ 
ties who are neither residents nor citizens of the United States, if so authorized under state law. 
However, due to slight language differences in the IBA, the D.C. Circuit Court of Appeals has 
held that federal agencies cannot accept any deposits, including those from noncitizens who re¬ 
side outside of the United States. Conference of State Bank Supervisors v. Conover, 715 F.2d 604, 
623 (U.S. Court of Appeals for the First Circuit 1983). 

The amendment supported by the OCC would allow federal agencies to accept the limited 
uninsured foreign source deposits that state agencies may accept under the IBA. As a result, the 
amendment would repeal an unnecessary regulatory burden that has competitively disadvantaged 
federal agencies and prevented them from offering the same services to foreign customers that 
may be offered by state agencies. Because these deposits are not insured, this amendment does 
not pose any risks to the deposit insurance fund. 

Maintaining a Federal Branch and a Federal Agency in the Same State. The OCC supports an 
amendment to section 4(e) of the IBA (12 USC 3102(e)) to provide that a foreign bank is pro¬ 
hibited from maintaining both a federal agency and a federal branch in the same state only if 
state law prohibits maintaining both an agency and a branch in the state. Current law prohibits a 
foreign bank from operating both a federal branch and a federal agency in the same state notwith¬ 
standing that state law may allow a foreign bank to operate both types of offices. 

According to the legislative history of the current provision, this prohibition was included in the 
IBA to maintain parity with state operations. However, today some states permit foreign ha nks to 
maintain both a branch and agency in the same state. Florida law permits a foreign bank to oper¬ 
ate more than one agency, branch, or representative office in Florida (see Fla. Stat. Ann. 663.06). 
Other states, such as Connecticut, also may permit a foreign bank to have both a state branch and 
a state agency (see Conn. Gen. Stat. Ann. 36a-428). This amendment would repeal an outdated 
regulatory burden in current law and permit a foreign bank to maintain both a federal branch and 
a federal agency in those states that do not prohibit a foreign ha nk from maintaining both of these 
offices. This change would enhance national treatment and give foreign banks more flexibility in 
structuring their U.S. operations. 


172 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 


SPEECHES AND CONGRESSIONAL TESTIMONY 


Information Sharing 

Improving Information Sharing With Foreign Supervisors. The OCC supports amending seetion 
15 of the IBA (12 USC 3109) to add a provision that ensures that the FRB, OCC, and FDIC ean- 
not be eompelled to diselose information obtained from a foreign supervisor if publie diselosure 
of this information would be a violation of foreign law and the U.S. banking ageney obtained the 
information pursuant to an information-sharing arrangement with the foreign supervisor or other 
proeedure established to administer and enforee the banking laws. The banking ageney, however, 
eannot use this provision as a basis to withhold information from Congress or to refuse to eomply 
with a valid eourt order in an aetion brought by the United States or the ageney. 

This amendment would provide assuranees to foreign supervisors that the banking ageneies ean¬ 
not be eompelled to diselose publiely eonfidential supervisory information that the ageney has 
eommitted to keep eonfidential, except under the limited circumstances described in the amend¬ 
ment. This authority is similar to the authority provided to the Securities and Exchange Commis¬ 
sion under the securities laws (15 USC 78q(h)(5)). Some foreign supervisors have been reluctant 
to enter into information-sharing agreements with U.S. banking agencies because of concerns that 
the U.S. agency may not be able to keep the information confidential and public disclosure of the 
confidential information provided could subject the supervisor to a violation of its home country 
law. This amendment will be helpful to ease those concerns and will facilitate information-sharing 
agreements that enable U.S. and foreign supervisors to obtain necessary information to supervise 
institutions operating internationally. 

Improving Ability to Obtain Information from Regulated Entities. The OCC supports amending 
the FD1A(12 USC 1811, et seq.) to permit the OCC, FDIC, Fed, and OTS to establish and use 
advisory committees in the same manner. All of these agencies have the same need to be able to 
conduct open and fra nk discussions with the banking industry and other members of the public 
about a variety of supervisory, policy, and consumer issues. Moreover, frequently, the banking 
agencies are discussing the same issues with industry and public officials. 

In particular, given the significant changes occurring in the structure of the banking system and 
the way ha nks deliver products and services, the agencies need the ability to efficiently-and 
quickly-keep abreast of these changes and how they will impact the continuing ability of banks 
to be responsive to customer and community needs. Because of the potentially sensitive nature of 
information about these issues, any public meeting requirements could inhibit the banking agen¬ 
cies from obtaining frank, open, and candid advice from industry and community representatives 
and the customers the banks serve. 

The Federal Advisory Committee Act (5 USC App.) (FACA) generally requires that the meetings 
of advisory committees must be open to the public, and that advance notice of a committee meet¬ 
ing must be published in the Federal Register. The minutes of the meeting and all working papers 
and other documents prepared for or by the advisory committee also must be publicly available. 
Under current law, the Federal Reserve System is exempt from FACA. Flowever, all of the other 


QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 173 


SPEECHES AND CONGRESSIONAL TESTIMONY 


federal banking agencies must follow FACA’s procedures and requirements when establishing or 
using co mm ittees to provide advice or recommendations to the agency relating to their supervi¬ 
sory responsibilities. 

This amendment, which is recommended by the OCC and FDIC, would ensure that all of the 
other federal banking agencies can benefit from the same free exchange of information with the 
banks and others that currently only is available to the Federal Reserve System. The amendment 
would permit the OCC, FDIC, and OTS also to establish and use committees to provide advice 
and recommendations with respect to safety and soundness, product and service developments 
and delivery, and consumer issues affecting supervised institutions without concerns that con¬ 
fidential information will be publicly disclosed. Moreover, by enhancing the free exchange of 
information between banks and all federal ba nk regulators, the amendment further strengthens the 
safety and soundness of insured depository institutions. 

This amendment is a new provision and was not included in the House-passed version of the 
FSSRA. 

Improving Information Sharing. The OCC supports amending the FDIA (12 USC 1811, et seq.) 
to provide that a federal banking agency has the discretion to furnish any confidential supervi¬ 
sory information, including a report of examination, about a depository institution or other entity 
examined by the agency to another federal or state supervisory agency and to any other person 
deemed appropriate. 

Such an amendment would give the other federal banking agencies parallel authority to share 
confidential information that was given to the FRB in section. 727 of the Gramm-Leach-Bliley 
Act (GLBA). This provision is discretionary and nothing in this provision would compel a bank¬ 
ing agency to disclose confidential supervisory information that it has agreed to keep confidential 
pursuant to an information-sharing or other agreement with another supervisor. 

Other Recommendations 

Reducing Reporting Burdens Relating to Insider Lending Reporting. The OCC supports amending 
section 22(g) of the Federal Reserve Act (12 USC 375a) and section 106(b)(2) of the Ba nk Hold¬ 
ing Company Act Amendments of 1970 (12 USC 1972(2)) to eliminate certain reporting require¬ 
ments concerning loans made to insiders. Specifically, the reports that would be eliminated are 
(1) the report that must be filed with a bank’s board of directors when an executive officer of the 
bank obtains certain types of loans from another ha nk that exceeds the amount the officer could 
have obtained from his or her own bank, (2) the supplemental report a hank must file with its 
quarterly call report identifying any loans made to executive officers during the previous quarter, 
and (3) an annual report filed with a bank’s board of directors by its executive officers and princi¬ 
pal shareholders regarding outstanding loans from correspondent banks. 
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Nothing in these amendments affeets the insider lending restrietions that apply to national ha nks 
or the OCC’s enforeement of those restrietions. Moreover, the OCC believes that it will eontinue 
to have aeeess to suffieient information during the examination proeess to review a national 
bank’s complianee with the insider lending laws. Under the OCC’s regulations, national ha nks 
are required to follow the FRB’s regulations regarding insider lending restrietions and reporting 
requirements (see 12 CFR 31.2). The FRB’s regulations require member banks to maintain de¬ 
tailed reeords of all insider lending. In addition, the OCC has the authority under 12 USC 1817(k) 
to require any reports that it deems neeessary regarding extensions of eredit by a national ha nk to 
any of its exeeutive offieers or prineipal shareholders, or the related interests of sueh persons. 

Providing an Inflation Adjustment for the Small Depository Institution Exception under the De¬ 
pository Institution Management Interlocks Act (DIMM). The OCC supports amending seetion 
203(1) of DIMIA (12 USC 3202(1)). Under eurrent law, generally a management offieial may 
not serve as a management offieial of any other nonaffiliated depository institution or depository 
institution holding eompany if (1) their offiees are loeated or they have an affiliate loeated in the 
same metropolitan statistieal area (MSA), or (2) the institutions are loeated in the same eity, town, 
or village, or a eity, town, or village that is eontiguous or adjaeent thereto. For institutions of less 
than $20 million in assets, the standard metropolitan statistieal area (SMSA) restrietion does not 
apply. The amendment would inerease the eurrent $20 million exemption to $ 100 million. The 
OCC supports this amendment. This $20 million eap has not been amended sinee the eurrent 
law was originally enaeted in 1978. However, the asset size of FDIC-insured eommereial ha nks 
between 1976 and 2000 has inereased over five fold. Depository institutions of all sizes will eon¬ 
tinue to be subjeet to the eity, town, or village test. 

Streamlining Depository Institution Merger Application Requirements. The OCC supports amend¬ 
ing the Ba nk Merger Aet (BMA) (12 USC 1828(e)) to provide that the responsible ageney in a 
merger transaetion, whieh is generally the federal banking ageney that has the primary regulatory 
responsibility for the resulting bank, must request a eompetitive faetors report only from the at¬ 
torney general, with a eopy to the FDIC. Under current law, this report must be requested from all 
of the other federal banking agencies but the other agencies are not required to file a report. This 
amendment would appropriately streamline the agencies’ procedures in processing BMA transac¬ 
tions. 

Shortening of the Post-Approval Antitrust Review Period. The OCC supports amending sec¬ 
tion 11(b)(1) of the BHCA(12 USC 1849(b)(1)) and section 18(c)(6) of the BMA (12 USC 
1828(c)(6)) to permit the shortening of the post-approval waiting period for certain ha nk acquisi¬ 
tions and mergers. Under current law, the post-approval waiting period generally is 30 days from 
the date of approval by the appropriate federal banking agency. The waiting period gives the at¬ 
torney general time to take action if the attorney general determines that the transaction will have 
a significant adverse effect on competition. The waiting period under both the BHCA and BMA, 
however, may be shortened to 15 days if the appropriate banking agency and the attorney general 
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agree that no sueh effeet on eompetition will oceur. The proposed amendment would shorten the 
mandatory 15-day waiting period to five days. 

The amendment would give the banking ageney and the Attorney General more flexibility to 
shorten the post-approval waiting period as appropriate for those transaetions that do not raise 
eompetitive eoneems. If sueh coneems exist, the 30-day waiting period will continue to apply. 
This change will not affect the waiting periods for transactions that involve bank failures or emer¬ 
gencies. In those cases, the statute already provides for other time frames. 

This amendment is a new provision and was not included in the House-passed version of the 
FSSRA. 


176 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 


SPEECHES AND CONGRESSIONAL TESTIMONY 


Statement of Daniel P. Stipano, Deputy Chief Counsel, before the 
U.S. House of Representatives Subcommittee on Dversight and 
Investigations, Committee on Financial Services, on the DCC’s 
anti-money-laundering activities, Washington, D.C., June 2, 

2004 

Statement required by 12 USC 250: The views expressed herein are those of the Office of the 
Comptroller of the Currency and do not necessarily represent the views of the President. 

I. INTRODUCTION 

Chairwoman Kelly, Ranking Member Gutierrez, members of the subcommittee, I appreciate the 
opportunity to appear before you today to discuss the challenges we at the Office of the Comp¬ 
troller of the Currency (OCC)—and other financial institution regulators—face in combating 
money laundering in the U.S. financial system, and how we are meeting those challenges. I will 
also address the enforcement actions in this area we have recently taken against Riggs Bank, N.A. 

As the regulator of national banks, the OCC has long been committed to the fight against money 
laundering. For more than 30 years, the OCC has been responsible for ensuring that the banks 
under its supervision have the necessary controls in place and provide requisite notices to law 
enforcement to assure that those banks are not used as vehicles to launder money for drug traf¬ 
fickers or other criminal organizations. The tragic events of 9/11 have brought into sharper focus 
the related concern of terrorist financing. Together with the other federal banking agencies, the 
banking industry and the law enforcement community, the OCC shares the subcommittee’s goal 
of preventing and detecting money laundering, terrorist financing, and other criminal acts and the 
misuse of our nation’s financial institutions. 

The cornerstone of the federal government’s anti-money-laundering (AML) efforts is the Ba nk 
Secrecy Act (BSA). Enacted in 1970, the BSA is primarily a record-keeping and reporting statute 
that is designed to ensure that banks and other financial institutions provide relevant information 
to law enforcement in a timely fashion. The BSA has been amended several times, most recently 
through passage of the USA PATRIOT Act in the wake of the 9/11 tragedy. Both the Secretary 
of the Treasury, through the Financial Crimes Enforcement Network (FinCEN), and the federal 
banking agencies have issued regulations implementing the BSA, including regulations requiring 
all banks to have a BSA compliance program and to file reports such as suspicious activity reports 
(SARs) and currency transaction reports (CTRs). 

Due to the sheer volume of financial transactions processed through the U.S. financial system, 
primary responsibility for compliance with the BSA and the AME statutes rests with the nation’s 
financial institutions themselves. The OCC and the other federal banking agencies are charged 
with ensuring that the institutions we supervise have strong AME programs in place to identify 
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and report suspicious transactions to law enforcement and that such reports are, in fact, made. 
Thus, our supervisory processes seek to ensure that banks have systems and controls in place to 
prevent their involvement in money laundering and that they provide the types of reports to law 
enforcement that the law enforcement agencies, in turn, need in order to investigate suspicious 
transactions that are reported. 

To accomplish our supervisory responsibilities, the OCC conducts regular examinations of 
national banks and federal branches and agencies of foreign ha nks in the United States. These 
examinations cover all aspects of the institution’s operations, including compliance with the BSA. 
Our resources are concentrated on those institutions, and areas within institutions, of highest risk. 
In cases of noncompliance, the OCC has broad investigative and enforcement authority to address 
the problem. 

Unlike other financial institutions, which have only recently become subject to compliance 
program and SAR filing requirements, ha nks have been under such requirements for years. For 
example, ha nks have been required to have a BSA compliance program since 1987 and have been 
required to file SARs (or their predecessors) since the 1970s. Not surprisingly, most banks today 
have strong AML programs in place, and many of the largest institutions have programs that are 
among the best in the world. There are now approximately 1.3 million SARs in the centralized 
database that is maintained by FinCEN. While the PATRIOT Act further augmented the due dili¬ 
gence and reporting requirements for banks in several key areas, one of its primary objectives was 
to impose requirements on nonbanking institutions that had long been applicable to banks. 

The OCC’s efforts in this area do not exist in a vacuum. We have long been active participants in 
a variety of interagency working groups that include representatives of the Treasury Department, 
law enforcement, and the other federal banking agencies. We also work closely with the FBI and 
other criminal investigative agencies, providing them with documents, information, and exper¬ 
tise on a case-specific basis. In addition, when we are provided with lead information from a law 
enforcement agency, we use that information to investigate further to ensure that BSA compliance 
systems are adequate. 

We continue to work to improve our supervision in this area, and we are constantly revising and 
adjusting our procedures to keep pace with technological developments and the increasing so¬ 
phistication of money launderers and terrorist financers. For example, along with the other federal 
banking agencies, the OCC recently developed examination procedures to implement several key 
sections of the PATRIOT Act, and we expect to be issuing a revised version of our BSA Hand¬ 
book booklet by yearend. We have also recently initiated two programs that will provide stronger 
and more complete analytical information to assist our examiners in identifying ha nks that may 
have high money-laundering risk. Specifically, we are developing a database of national bank- 
filed SARs with enhanced search and reporting capabilities, and we also are developing and will 
implement nationwide a new risk assessment process to better identify high-risk banks. Addi- 
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tionally, we are exploring with FinCEN and the other banking agencies better ways to use BSA 
information in our examination process to better identify risks and vulnerabilities in the banking 
system. 

Recent events surrounding Riggs Bank, N.A., have heightened interest in how the banking agen¬ 
cies, and the OCC in particular, conduct supervision for BSA/AML compliance. Together with 
FinCEN, the OCC recently assessed a record $25 million civil money penalty (CMP) against 
Riggs Bank, N.A. The OCC also imposed a supplemental cease-and-desist (C&D) order on the 
bank, requiring the institution to strengthen its controls and improve its processes in the BSA/ 
AME area. Along with the C&D order we issued against the ha nk in July 2003, these and other 
actions we have taken have greatly reduced the bank’s current risk profde. 

However, with the benefit of hindsight, it is clear that the supervisory actions that we previously 
took against the ha nk were not sufficient to achieve satisfactory and timely compliance with the 
BSA, that more probing inquiry should have been made into the ha nk ’s high-risk accounts, and 
that stronger, more forceful enforcement action should have been taken sooner. While we do not 
believe that Riggs is representative of the OCC’s supervision in the BSA/AME area, we are none¬ 
theless taking a number of steps to guard against a repeat of this type of situation. In this regard, 
the Comptroller has directed that our Quality Management Division commence a review and 
evaluation of our BSA/AME supervision of Riggs and make recommendations to him on several 
issues concerning our approach to and the adequacy of our BSA/AME supervision programs gen¬ 
erally and particularly with respect to Riggs. 

II. BACKGROUND AND LEGAL FRAMEWORK 

In 1970 Congress passed the Currency and Foreign Transactions Reporting Act, otherwise known 
as the Bank Secrecy Act, which established requirements for record keeping and reporting by 
private individuals, banks, and other financial institutions. The BSA was designed to help identify 
the source, volume, and movement of currency and other monetary instruments into or out of the 
United States or being deposited in financial institutions. The statute sought to achieve that objec¬ 
tive by requiring individuals, banks, and other financial institutions to create a paper trail by keep¬ 
ing records and filing reports of certain financial transactions and of unusual currency transfers. 
This information then enables law enforcement and regulatory agencies to pursue investigations 
of criminal, tax, and regulatory violations. 

The BSA regulations require all financial institutions to submit various reports to the government. 
The most common of these reports are (1) FinCEN Form 104 (formerly IRS Form 4789)—Cur¬ 
rency Transaction Report (CTR) for each payment or transfer by, through, or to a financial institu¬ 
tion, which involves a transaction in currency of more than $10,000; and (2) FinCEN Form 105 
(formerly Customs Form 4790)—Report of International Transportation of Currency or Monetary 
Instruments (CMIR) for each person who physically transports monetary instruments in an ag¬ 
gregate amount exceeding $10,000 into or out of the United States. Bank supervisors are not re- 
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sponsible for investigating or proseeuting violations of eriminal law that may be indieated by the 
information eontained in these reports; they are, however, eharged with assuring that the requisite 
reports are filed timely and aeeurately. 

The Money-Laundering Control Aet of 1986 preeludes eireumvention of the BSA requirements 
by imposing eriminal liability for a person or institution that knowingly assists in the laundering 
of money or who struetures transaetions to avoid reporting. It also direeted banks to establish and 
maintain proeedures reasonably designed to assure and monitor eomplianee with the reporting 
and reeord-keeping requirements of the BSA. As a result, on January 27, 1987, all federal bank 
regulatory ageneies issued essentially similar regulations requiring banks to develop proeedures 
for BSA eomplianee. The OCC’s regulation requiring that every national ha nk maintain an effee- 
tive BSA eomplianee program is set forth at 12 CFR 21.21 and is deseribed in more detail below. 

Together, the BSA and the Money-Laundering Control Aet eharge the ha nk regulatory ageneies 
with 

• Overseeing banks’ eomplianee with the regulations deseribed, whieh direet banks to establish 
and maintain a BSA eomplianee program; 

• Requiring that eaeh examination ineludes a review of this program and deseribes any prob¬ 
lems deteeted in the ageneies’ report of examination; and 

• Taking C&D aetions if the ageney determines that the bank has either failed to establish the 
required proeedures or has failed to eorreet any problem with the proeedures, whieh was pre¬ 
viously eited by the ageney. 

The Annunzio-Wylie Anti-Money-Laundering Aet, whieh was enaeted in 1992, strengthened the 
sanetions for BSA violations and the role of the Treasury Department. It eontained the following 
provisions: 

• A so-ealled “death penalty” sanetion, whieh authorized the revoeation of the eharter of a bank 
eonvieted of money laundering or of a eriminal violation of the BSA 

• An authorization for Treasury to require the filing of suspieious-transaetion reports by fman- 
eial institutions 

• The grant of a “safe harbor” against eivil liability to persons who report suspieious aetivity 

• An authorization for Treasury to issue regulations requiring all fmaneial institutions, as de¬ 
fined in BSA regulations, to maintain “minimum standards” of an AML program. 

Two years later. Congress passed the Money-Laundering Suppression Aet, whieh primarily ad¬ 
dressed Treasury’s role in eombating money laundering. This statute 

• Direeted Treasury to attempt to reduee the number of CTR filings by 30 pereent and, to assist 
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in this effort, it established a system of mandatory and discretionary exemptions for banks; 

• Required Treasury to designate a single agency to receive SARs; 

• Required Treasury to delegate CMP powers for BSA violations to the federal ha nk regulatory 
agencies subject to such terms and conditions as Treasury may require; 

• Required nonbank financial institutions to register with Treasury; and 

• Created a safe harbor from penalties for ha nks that use mandatory and discretionary exemp¬ 
tions in accordance with Treasury directives. 

Finally, in 2001, as a result of the 9/11 terror attacks. Congress passed the USA PATRIOT Act. 

The PATRIOT Act is arguably the single most significant AML law that has been enacted since 
the BSA itself. Among other things, the PATRIOT Act augmented the existing BSA framework by 
prohibiting banks from engaging in business with foreign shell banks, requiring banks to enhance 
their due diligence procedures concerning foreign correspondent and private banking accounts, 
and strengthening their customer identification procedures. The PATRIOT Act also 

• Provides the Secretary of the Treasury with the authority to impose special measures on juris¬ 
dictions, institutions, or transactions that are of “primary money-laundering concern”; 

• Facilitates records access and requires ha nk s to respond to regulatory requests for information 
within 120 hours; 

• Requires regulatory agencies to evaluate an institution’s AML record when considering ha nk 
mergers, acquisitions, and other applications for business combinations; 

• Expands the AML program requirements to all financial institutions; and 

• Increases the civil and criminal penalties for money laundering. 

The OCC and the other federal banking agencies have issued two virtually identical regulations 
designed to ensure compliance with the BSA. The OCC’s BSA compliance regulation, 12 CFR 
21.21, requires every national bank to have a written program, approved by the board of directors, 
and reflected in the minutes of the bank. The program must be reasonably designed to assure and 
monitor compliance with the BSA and must, at a minimum (1) provide for a system of internal 
controls to assure ongoing compliance, (2) provide for independent testing for compliance, (3) 
designate an individual responsible for coordinating and monitoring day-to-day compliance, and 
(4) provide training for appropriate personnel. In addition, the implementing regulation for sec¬ 
tion 326 of the PATRIOT Act requires that every bank adopt a customer identification program as 
part of its BSA compliance program. 

The OCC’s SAR regulation, 12 CFR 21.11, requires every national bank to file a SAR when they 
detect certain known or suspected violations of federal law or suspicious transactions related to a 
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money-laundering activity or a violation of the BSA. This regulation mandates a SAR filing for 
any potential crimes (1) involving insider abuse regardless of the dollar amount; (2) where there 
is an identifiable suspect and the transaction involves $5,000 or more; and (3) where there is no 
identifiable suspect and the transaction involves $25,000 or more. Additionally, the regulation 
requires a SAR fding in the case of suspicious activity that is indicative of potential money-laun¬ 
dering or BSA violations and the transaction involves $5,000 or more. 

III. OCC’S BSA/AML SUPERVISION 

The OCC and the other federal banking agencies are charged with ensuring that banks maintain 
effective AML programs. The OCC’s AML responsibilities are coextensive with our regulatory 
mandate of ensuring the safety and soundness of the national banking system. Our supervisory 
processes seek to ensure that institutions have compliance programs in place that include systems 
and controls to satisfy applicable CTR and SAR fding requirements, as well as other reporting 
and record-keeping requirements to which ha nks are subject under the BSA. 

The OCC devotes significant resources to BSA/AML supervision. The OCC has nearly 1700 
examiners in the field, many of whom are involved in both safety and soundness and compli¬ 
ance with applicable laws including the BSA. We have over 300 examiners on-site at our largest 
national banks, engaged in continuous supervision of all aspects of their operations. In 2003, the 
equivalent of approximately 40 full-time employees were dedicated to BSA/AML supervision. 
The OCC also has three full time BSA/AML compliance specialists in our Washington, D.C., 
headquarters office dedicated to developing policy, training, and assisting on complex examina¬ 
tions. In addition, the OCC has a full-time fraud expert in Washington, D.C., who is responsible 
for tracking the activities of offshore shell ha nk s and other vehicles for defrauding ha nk s and the 
public. These resources are supplemented by dozens of attorneys in our district offices and Wash¬ 
ington, D.C., headquarters office who work on compliance matters. In 2003 alone, not including 
our continuous large bank supervision, the OCC conducted approximately 1,340 BSA examina¬ 
tions of 1,100 institutions and, since 1998, we have completed nearly 5,700 BSA examinations of 
5,300 institutions. 

The OCC monitors compliance with the BSA and money-laundering laws through its BSA 
compliance and money-laundering prevention examination procedures. The OCC’s examination 
procedures were developed by the OCC, in conjunction with the other federal banking agencies, 
based on our extensive experience in supervising and examining national ha nks in the area of 
BSA/AML compliance. The procedures are risk-based, focusing our examination resources on 
high-risk banks and high-risk areas within banks. During an examination, examiners use the pro¬ 
cedures to review the bank’s policies, systems, and controls. Examiners test the bank’s systems 
by reviewing certain individual transactions when they note control weaknesses, have concerns 
about high-risk products or services in a bank, or receive information from a law enforcement or 
other external source. 
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In 1997, the OCC formed the National Anti-Money-Laundering Group (NAMLG), an internal 
task force that serves as the focal point for all BSA/AML matters. Through the NAMLG, the 
OCC has undertaken a number of projects designed to improve the agency’s supervision of the 
BSA/AML activities of national banks. These projects include the development of a program to 
identify high-risk banks for expanded-scope BSA examinations and the examination of those 
banks using agency experts and expanded procedures, examiner training, the development of re¬ 
vised examination procedures, and the issuance of policy guidance on various BSA/AML topics. 

Over the years, the NAMLG has had many significant accomplishments, including 

• Publishing and updating numerous guidance documents, including the Comptroller’s Hand- 
iooA: BSA booklet, extensive examination procedures, numerous OCC advisories, bulletins 
and alerts, and a comprehensive reference guide for ha nk ers and examiners; 

• Providing expertise to the Treasury Department and the Department of Justice in drafting the 
annual U.S. National Money-Laundering Strategy; 

• Providing expertise to the Treasury Department, FinCEN, and the other federal banking agen¬ 
cies in drafting the regulations to implement the PATRIOT Act; and 

• Developing state-of-the-art training programs for OCC and other federal and foreign regula¬ 
tory authorities in training their examiners in BSA/AML supervision. 

To deploy its resources most effectively, the OCC uses criteria developed by NAMLG that targets 
banks for expanded-scope AML examinations. Experienced examiners and other OCC experts 
who specialize in BSA compliance, AME, and fraud are assigned to the targeted examinations. 
The examinations focus on areas of identified risk and include comprehensive transactional test¬ 
ing procedures. The following factors are considered in selecting ha nks for targeted examinations: 

• Eocations in high-intensity drug trafficking areas (HIDTA) or high-intensity money-launder¬ 
ing and related financial crime areas (HIFCA) 

• Excessive currency flow 

• Significant international, private banking, fiduciary or other high-risk activities 

• Unusual suspicious activity reporting patterns 

• Unusual large currency transaction reporting patterns 

• Fund transfers or account relationships with drug source countries or countries with stringent 
financial secrecy laws 

The program may focus on a particular area of risk in a given year. For example, our 2005 target¬ 
ing program will focus on banks that have significant business activity involving foreign money 
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services businesses. In prior years, our targeting focus has been on ba nks that have significant 
business activity in private banking, offshore banking, and lines of business subject to a high risk 
of terrorist financing. 

Other responsibilities of the NAMLG include sharing information about money-laundering is¬ 
sues with the OCC’s district offices; analyzing money-laundering trends and emerging issues; 
and promoting cooperation and information-sharing with national and local AML groups, the law 
enforcement community, bank regulatory agencies, and the banking industry. 

NAMLG has also worked with law enforcement agencies and other regulatory agencies to 
develop an interagency examiner training curriculum that includes instruction on common 
money-laundering schemes. In addition, the OCC has conducted AML training for foreign hank 
supervisors and examiners two to three times per year for the past four years. Over 250 foreign 
bank supervisors have participated in this training program. Recently, the World Bank contracted 
with the OCC to tape our international BSA school for worldwide broadcast. The OCC has also 
partnered with the State Department to provide AML training to high-risk jurisdictions, including 
selected Middle Eastern countries. And we consistently provide instructors for the Federal Finan¬ 
cial Institutions Examination Council schools, which are now patterned after the OCC’s school. 

In total, the OCC’s AMF schools have trained approximately 550 OCC examiners over the past 
five years. 

OCC’s Enforcement Authority 

Effective ha nk supervision requires clear communications between the OCC and the ha nk ’s se¬ 
nior management and board of directors. In most cases, problems in the BSA/AMF area, as well 
as in other areas, are corrected by bringing the problem to the attention of ha nk management and 
obtaining management’s commitment to take corrective action. An OCC report of examination 
documents the OCC’s findings and conclusions with respect to its supervisory review of a bank. 
Once problems or weaknesses are identified and communicated to the bank, the ha nk ’s senior 
management and board of directors are expected to promptly correct them. The actions that a 
bank takes, or agrees to take, to correct deficiencies documented in its report are important factors 
in determining whether more forceful action is needed. 

OCC enforcement actions fall into two broad categories: informal and formal. In general, infor¬ 
mal actions are used when the identified problems are of limited scope and magnitude and ha nk 
management is regarded as committed and capable of correcting them. Informal actions include 
commitment letters, memoranda of understanding, and matters requiring board attention in ex¬ 
amination reports. These generally are not public actions. 

The OCC also may use a variety of formal enforcement actions to support its supervisory objec¬ 
tives. Unlike most informal actions, formal enforcement actions are authorized by statute, are 
generally more severe, and are disclosed to the public. Formal actions against a bank include 
C&D orders, formal written agreements and CMPs. C&D orders and formal agreements are 
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generally entered into eonsensually by the OCC and the bank and require the ha nk to take eertain 
aetions to eorreet identified defieieneies. The OCC may also take formal aetion against offieers, 
directors and other individuals associated with an institution (institution-affiliated parties). Pos¬ 
sible actions against institution-affiliated parties include removal and prohibition from participa¬ 
tion in the banking industry, CMPs and C&D orders. 

In the BSA area, the OCC’s CMP authority is concurrent with that of FinCEN. In cases involving 
systemic noncompliance with the BSA, in addition to taking our own actions, the OCC refers the 
matter to FinCEN. In the case of Riggs Bank, the OCC and FinCEN worked together on the CMP 
against the bank. 

In recent years, the OCC has taken numerous formal actions against national hanks to bring them 
into compliance with the BSA. These actions are typically C&D orders and formal agreements. 
The OCC has also taken formal actions against institution-affiliated parties who participated in 
BSA violations. From 1998 to 2003, the OCC has issued a total of 78 formal enforcement actions 
based in whole, or in part, on BSA/AME violations. During this same time period, the OCC has 
also taken countless informal enforcement actions to correct compliance program deficiencies 
that did not rise to the level of a violation of law. 

Significant BSA/AML Enforcement Actions 

The OCC has been involved in a number of cases involving serious BSA violations and, in some 
cases, actual money laundering. Some of the more significant cases involved the Ba nk of China 
(New York federal branch), Broadway National Bank, Banco do Estado de Parana (New York 
federal branch), and Jefferson National Bank. There are also dozens of other examples where the 
OCC identified significant money laundering or BSA noncompliance, took effective action to 
stop the activity, and ensured that accurate and timely referrals were made to law enforcement. 

Bank of China, New York Federal Branch 

In May 2000, OCC examiners conducting a safety and soundness examination discovered seri¬ 
ous misconduct on the part of the branch and its former officials, including the facilitation of a 
fraudulent letter of credit scheme and other suspicious activity and potential fraud and money 
laundering. The misconduct, which resulted in significant losses to the branch, was subsequently 
referred to law enforcement. In January 2002, the OCC and the Peoples Bank of China entered 
into companion actions against the Bank of China and its U.S.-based federal branches. The ha nk ’s 
New York branch agreed to pay a $10 million penalty assessed by the OCC and the parent bank, 
which is based in Beijing, agreed to pay an equivalent amount in local currency to the People’s 
Bank of China, for a total of $20 million. The OCC also required that the branch execute a C&D 
order which, among other things, required it to establish account opening and monitoring proce¬ 
dures, a system for identifying high-risk customers, and procedures for regular, ongoing review of 
account activity of high-risk customers to monitor and report suspicious activity. The OCC also 
took actions against six institution-affiliated parties. 
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Broadway National Bank, New York, New York 

In March of 1998, the OCC received a tip from two separate law enforcement agencies that this 
bank may be involved in money laundering. The OCC immediately opened an examination which 
identified a number of accounts at the ha nk that were either being used to structure transactions, 
or were receiving large amounts of cash with wire transfers to countries kn own as money-laun¬ 
dering and drug havens. Shortly thereafter, the OCC issued a C&D order, which shut down the 
money laundering and required the bank to adopt more stringent controls. The OCC also initi¬ 
ated prohibition and CMP cases against ha nk insiders. In referring the matter to law enforcement, 
we provided relevant information including the timing of deposits that enabled law enforcement 
to seize approximately $4 million and arrest a dozen individuals involved in this scheme. The 
subsequent OCC investigation resulted in the filing of additional SARs, the seizure of approxi¬ 
mately $2.6 million in additional funds, more arrests by law enforcement, and a referral by the 
OCC to FinCEN. In November 2002, the ha nk pled guilty to a three-count felony information that 
charged it with failing to maintain an AML program, failing to report approximately $123 mil¬ 
lion in suspicious bulk cash and structured cash deposits, and aiding and assisting customers to 
structure approximately $76 million in transactions to avoid the CTR requirements. The ha nk was 
required to pay a $4 million criminal fine. 

Banco do Estado do Parana, Federal Branch, New York, N.Y (Banestado). 

In the summer of 1997, the OCC received information from Brazilian government officials con¬ 
cerning unusual deposits leaving Brazil via overnight courier. The OCC immediately dispatched 
examiners to the branch that was receiving the majority of the funds. OCC examiners discovered 
significant and unusually large numbers of monetary instruments being shipped via courier into 
the federal branch from Brazil and other countries in South America, as well as suspicious wire 
transfer activity that suggested the layering of the shipped deposits through various accounts with 
no business justification for the transfers. The OCC entered into a C&D order with the federal 
branch and its head office in Brazil in January 1998 that required controls over the courier and 
wire transfer activities and the filing of SARs with law enforcement. The OCC also hosted sev¬ 
eral meetings with various law enforcement agencies discussing these activities and filed a refer¬ 
ral with FinCEN. Shortly thereafter, the Brazilian ha nk liquidated the branch. In May of 2000, the 
OCC assessed a CMP against the branch for $75,000. 

Jefferson National Bank, Watertown, New York 

During the 1993 examination of this bank, the OCC learned from the Federal Reserve Ba nk of 
New York that the bank was engaging in cash transactions that were not commensurate with 
its size. OCC examiners subsequently discovered that several bank customers were depositing 
large amounts of cash that did not appear to be supported by the purported underlying business, 
with the funds being wired offshore. The OCC filed four criminal referral forms (predecessor to 
the SAR) with law enforcement pertaining to this cash activity and several additional criminal 
referral forms pertaining to insider abuse and fraud at the hank. The OCC also briefed several 
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domestic and Canadian law enforcement agencies alerting them to the significant sums of money 
flowing through these accounts at the bank. Based upon this information, law enforcement com¬ 
menced an investigation of these large deposits. The investigation resulted in one of the most 
successful money-laundering prosecutions in U.S. government history. The significant sums of 
money flowing through the bank were derived from cigarette and liquor smuggling through the 
Akwesasne Indian Reservation in northern New York. The ring smuggled $687 million worth of 
tobacco and alcohol into Canada between 1991 and 1997. The case resulted in 21 indictments that 
also sought the recovery of assets totaling $557 million. It also resulted in the December 1999 
guilty plea by a subsidiary of the R.J. Reynolds Tobacco Company and the payment of a $15 mil¬ 
lion criminal fine. The four criminal referral forms filed by the OCC in the early stages of this in¬ 
vestigation were directly on point and pertained to the ultimate ringleaders in the overall scheme. 
These money-laundering cases were in addition to the C&D order entered into with the bank, the 
prohibition and CMP cases that were brought by the OCC, and the insider abuse bank fraud cases 
that were brought by law enforcement against some of the ha nk ’s officers and directors. Seven 
bank officers and directors were ultimately convicted of crimes. 

OCC Cooperation with Law Enforcement and Other Agencies 

As the above cases illustrate, combating money laundering depends on the cooperation of law 
enforcement, the ha nk regulatory agencies, and the ha nks themselves. The OCC participates in a 
number of interagency working groups aimed at money-laundering prevention and enforcement, 
and meets on a regular basis with law enforcement agencies to discuss money-laundering issues 
and share information that is relevant to money-laundering schemes. For example, the OCC is an 
original member of both the National Interagency Bank Fraud Working Group and the Bank Se¬ 
crecy Act Advisory Group. Both of these groups include representatives of the Department of Jus¬ 
tice, the FBI, the Treasury Department, and other law enforcement agencies, as well as the federal 
banking agencies. Through our interagency contacts, we sometimes receive leads as to possible 
money laundering in banks that we supervise. Using these leads, we can target compliance efforts 
in areas where we are most likely to uncover problems. For example, if the OCC receives infor¬ 
mation that a particular account is being used to launder money, our examiners would then review 
transactions in that account for suspicious funds movements, and direct the ha nk to file a SAR if 
suspicious transactions are detected. The OCC also provides information, documents, and exper¬ 
tise to law enforcement for use in criminal investigations on a case-specific basis. 

The OCC has also played an important role in improving the AML and terrorist financing controls 
in banking throughout the world. For the past several years, the OCC has provided examiners 
to assist with numerous U.S. government-sponsored international AML and terrorist financ¬ 
ing assessments. We have a cadre of specially trained examiners that has provided assistance to 
the Treasury Department and the State Department on these assessments in various parts of the 
world, including South and Central America, the Caribbean, the Pacific Rim nations, the Middle 
East, Russia and the former Eastern Bloc nations. In this regard, the cadre has participated in 
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terrorist financing investigations, assessed local money-laundering laws and regulatory infrastruc¬ 
ture, and provided training to bank supervisors. 

The OCC is also providing direct assistance to the Coalition Provisional Authority (CPA) of Iraq. 
Four OCC examiners are currently working in Iraq as technical assistance advisers to the CPA’s 
Ministry of Finance and helping their counterparts at the Central Ra nk of Iraq develop a risk- 
based supervisory system tailored to the Iraqi banking system. The OCC examiners are assisting 
in the development of a law addressing money laundering and terrorist financing that is close to 
enactment by the CPA, the drafting of new policy and examination manuals to implement this 
law, and they are providing extensive AML training to Iraqi ha nk regulators. 

IV. POST-9/11 ACTIVITIES AND THE IMPLEMENTATION OF THE 
USA PATRIOT ACT 

In the immediate aftermath of the 9/11 terror attacks, the OCC participated in a series of inter¬ 
agency meetings with bankers sponsored by the New York Clearinghouse to discuss the attacks 
and their impact on the U.S. economy and banking system and provided guidance to the industry 
concerning the various requests from law enforcement for account and other information. The 
OCC was also instrumental in working with the other banking agencies to establish an electronic 
e-mail system for law enforcement to request information about suspected terrorists and money 
launderers from every financial institution in the country. This FBI Control List system was in 
place five weeks after 9/11 and was the precursor to the current system established under section 
314(a) of the PATRIOT Act, which is now administered by FinCEN. At the same time, the OCC 
established a secure emergency communications e-mail system for all national ha nk s through the 
OCC’s BankNet technology. 

In October 2001, Congress passed the USA PATRIOT Act. The OCC has been heavily involved 
in the many interagency work groups tasked with writing regulations to implement the PATRIOT 
Act over the past few years. To date, these work groups have issued final rules implementing sec¬ 
tions 313 (foreign shell ha nk prohibition); 319(b) (foreign correspondent bank account records), 
314 (information sharing), and 326 (customer identification). The OCC was also involved in 
drafting the interim final rule implementing section 312 (foreign private banking and correspon¬ 
dent banking). 

The OCC took the lead in developing the current 314(a) process for disseminating information 
between law enforcement and the banks. The OCC worked with the interested regulatory and law 
enforcement agencies and drafted detailed instructions to hanks concerning the 314(a) process 
and the extent to which banks are required to conduct record and transactions searches on behalf 
of law enforcement. The OCC also took the lead in drafting a frequently asked questions (FAQs) 
document to provide further guidance as to the types of accounts and transactions required to be 
searched, when manual searches for this information would be required, and the timeframes for 
providing responses back to law enforcement. Under the new procedures, 314(a) requests from 
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FinCEN are batched and issued every two weeks, unless otherwise indicated, and financial insti¬ 
tutions have two weeks to complete their searches and respond with any matches. 

Throughout this process, the OCC continually assisted FinCEN in maintaining an accurate elec¬ 
tronic database of 314(a) contacts for every national ba nk and federal branch, provided effective 
communications to the industry through agency alerts concerning the 314(a) system, and partici¬ 
pated in quarterly interagency meetings with fellow regulators and law enforcement agencies to 
ensure that the process was working effectively and efficiently. 

The OCC also took the lead in drafting the interagency Customer Identification Program (CIP) 
regulation mandated by section 326 of the PATRIOT Act, which mandates the promulgation of 
regulations that, at a minimum, require financial institutions to implement reasonable procedures 
for (1) verifying the identity of any person seeking to open an account, to the extent reasonable 
and practicable; (2) maintaining records of the information used to verify the person’s identity, in¬ 
cluding name, address, and other identifying information; and (3) determining whether the person 
appears on any lists of known or suspected terrorists or terrorist organizations provided to the fi¬ 
nancial institution by any government agency. The OCC is also the primary drafter of interagency 
frequently asked questions (FAQs) concerning the implementation of the CIP rules. A second set 
of interagency FAQs will be issued shortly. 

In order to assess PATRIOT Act implementation by the industry, in the summer of 2002, the OCC 
conducted reviews of all of its large banks to assess their compliance with the regulations issued 
under the PATRIOT Act up to that time and to evaluate the industry response to terrorist financ¬ 
ing risk. Although, at that time, many of the PATRIOT Act regulations had not yet been finalized, 
we felt it was important to ascertain the level of ha nk compliance with and understanding of the 
new requirements. The purpose of these reviews was to discern the types of systems and controls 
banks had in place to deter terrorist financing and follow up with full-scope AME exams in in¬ 
stitutions that had weaknesses. As a result of these reviews, the OCC was able to obtain practical 
first-hand knowledge concerning how banks were interpreting the new law, whether ha nks were 
having problems implementing the regulations or controlling terrorist financing risk, and which 
banks needed further supervision in this area. 

On October 20, 2003, the OCC issued interagency examination procedures to evaluate national 
bank compliance with the requirements of section 313 and 319(b), and section 314 of the PA¬ 
TRIOT Act. The procedures were designed to assess how well banks are complying with the new 
regulations and to facilitate a consistent supervisory approach among the banking agencies. OCC 
examiners are now using the procedures during BSA/AME examinations of the institutions under 
our supervision. The procedures allow examiners to tailor the examination scope according to 
the reliability of the ha nk ’s compliance management system and the level of risk assumed by the 
institution. An interagency working group is currently drafting examination procedures concern¬ 
ing section 326 of the PATRIOT Act. The OCC is also the primary drafter of these procedures and 
we expect that they will be issued shortly. 
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OCC Outreach and Industry Education 

As previously stated, the primary responsibility for ensuring that ha nks are in eompliance with the 
BSA lies with the ha nk ’s management and its direetors. To aid them in meeting this responsibility, 
the OCC devotes extensive time and resources to educating the banking industry about its obliga¬ 
tions under the BSA. This has typically included active participation in conferences and training 
sessions across the country. For example, in 2002 the OCC sponsored a nationwide teleconfer¬ 
ence to inform the banking industry about the PATRIOT Act. This teleconference was broadcast 
to 774 sites with approximately 5,400 listeners. 

The OCC also provides guidance to national ha nk s through (1) industry outreach efforts that 
include roundtable discussions with bankers and industry-wide conference calls sponsored by 
the OCC; (2) periodic bulletins that inform and remind banks of their responsibilities under the 
law, applicable regulations, and administrative rulings dealing with BSA reporting requirements 
and money laundering; (3) publications, including the distribution of a comprehensive guide in 
this area titled Money Laundering: A Banker’s Guide to Avoiding Problems; (4) publication and 
distribution of the Comptrollers Handbook booklet, “Ba nk Secrecy Act/Anti-Money Launder¬ 
ing,” which contains the OCC’s BSA examination procedures, and the Comptroller’s Handbook 
booklet, “Community Bank Supervision,” which provides guidance on BSA/AML risk assess¬ 
ment; and (5) periodic alerts and advisories of potential frauds or questionable activities, such as 
alerts on unauthorized hank s and FinCEN reporting processes. In addition, senior OCC officials 
are regular participants in industry seminars and forums on the BSA, the PATRIOT Act, and 
related topics. 

Current Supervisory Initiatives 

The OCC uses somewhat different examination approaches depending largely on the size of the 
institution and its risk profile. In large ha nks (generally, total assets of $25 billion) and mid-size 
banks (generally, total assets of $5 billion), OCC examiners focus first on the ha nk ’s BSA com¬ 
pliance program. These ha nks are subject to our general BSA/AML examination procedures that 
include, at a minimum, a review of the bank’s internal controls, policies, procedures, customer 
due diligence, SAR/CTR information, training programs, and compliance audits. We also evalu¬ 
ate BSA officer competence, the BSA program structure, and the bank’s audit program, including 
the independence and competence of the audit staff While examining for overall BSA compli¬ 
ance, examiners typically focus on suspicious activity monitoring and reporting systems and the 
effectiveness of the bank’s customer due diligence program. 

Additional and more detailed procedures are conducted if control weaknesses or concerns are 
encountered during the general procedures phase of the examination. These supplemental proce¬ 
dures include 
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• Transaction testing to ascertain the level of risk in the particular business area (e.g., private 
banking, payable upon proper identification programs (PUPID), nonresident alien accounts, 
international brokered deposits, foreign correspondent banking, and pouch activity) and to 
determine whether the ha nk is complying with its policies and procedures, including SAR 
and CTR filing requirements; 

• Evaluation of the risks in a particular business line or in specific accounts and a determination 
as to whether the ha nk is adequately managing the risks; 

• A selection of bank records to determine that its record-keeping processes are in compliance 
with the BSA. 

For community banks (generally, total assets under $5 billion), examiners determine the exami¬ 
nation scope based on the risks facing the institution. For low-risk banks, examiners evaluate 
changes to the ha nk ’s operations and review the ha nk ’s BSA/AMF compliance program. For 
banks with higher-risk characteristics and weak controls, additional procedures are performed, 
including review of a sample of high-risk accounts and additional procedures set forth above. 
Examiners also perform periodic monitoring procedures between examinations and conduct fol¬ 
low-up activities when significant issues are identified. 

Use of CTR and SAR Data in the Examination Process 

All ha nks are required by regulation to report suspected crimes and suspicious transactions that 
involve potential money laundering or violate the BSA. In April 1996, the OCC, together with the 
other federal banking agencies, and FinCEN, unveiled the SAR system, SAR form, and database. 
This system provides law enforcement and regulatory agencies on-line access to the entire SAR 
database. Based upon the information in the SARs, law enforcement agencies may then, in turn, 
initiate investigations and, if appropriate, take action against violators. By using a universal SAR 
form, consolidating filings in a single location, and permitting electronic filing, the system greatly 
improves the reporting process and makes it more useful to law enforcement and to the regulatory 
agencies. As of December 2003, ha nks and regulatory agencies had filed over 1.3 million SARs, 
with national ha nk s by far the biggest filers. Nearly 50 percent of these SARs were for suspected 
BSA/money-laundering violations. 

The OCC also uses the SAR database as a means of identifying high-risk ha nks and high-risk 
areas within banks. Year-to-year trend information on the number of SARs and CTRs filed is used 
to identify banks with unusually low or high filing activity. This is one factor used by the OCC to 
identify high-risk banks. Examiners also review SARs and CTRs to identify accounts to include 
in the examination sample. Accounts where there have been repetitive SAR filings or accounts 
with significant cash activity in a high-risk business or inconsistent with the type of business 
might be accounts selected for the sample. 
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V. RIGGS BANK ENFORCEMENT ACTIONS 

As previously mentioned, the OCC and FinCEN reeently assessed a $25 million CMP against 
Riggs Bank, N.A., for violations of the BSA and its implementing regulations, and for failing to 
comply with the requirements of an OCC C&D order that was signed by the ha nk in July 2003. 
Also, in a separate C&D action dated May 13, 2004, to supplement the C&D we had issued in 
July 2003, the OCC directed the ha nk to take a number of steps to correct deficiencies in its inter¬ 
nal controls, particularly in the BSA/AML area. Among other requirements in this separate action, 
the OCC directed the ha nk to 

• Ensure competent management. Within 30 days, the board of directors must determine wheth¬ 
er management or staff changes are needed and whether management skills require improve¬ 
ment. 

• Develop a plan to evaluate the accuracy and completeness of the bank’s books and records, 
and develop a methodology for determining that information required by the BSA is appropri¬ 
ately documented, filed, and maintained. 

• Adopt and implement comprehensive written policies for internal controls applicable to the 
bank’s account relationships and related staffing, including the Embassy and International 
Private Banking Group. Among other requirements, the policies must mandate background 
checks of all relationship managers at least every three years and must prohibit any employee 
from having signature authority, ownership, or custodial powers for any customer account. 

• Develop and implement a policy that permits dividend payments only when the bank is in 
compliance with applicable law and upon written notice to the OCC. 

• Adopt and implement an internal audit program sufficient to detect irregularities in the bank’s 
operation, determine its level of compliance with applicable laws and regulations and provide 
for testing to support audit findings, among other requirements. 

These actions were based on a finding that the bank had failed to implement an effective AME 
program. As a result, the ha nk did not detect or investigate suspicious transactions and had not 
filed SARs as required under the law. The bank also did not collect or maintain sufficient infor¬ 
mation about its foreign bank customers. In particular, the OCC found a number of problems with 
the bank’s account relationship with foreign governments, including Saudi Arabia and Equatorial 
Guinea. Riggs failed to properly monitor, and report as suspicious, transactions involving tens 
of million of dollars in cash withdrawals, international drafts that were returned to the bank, and 
numerous sequentially numbered cashier’s checks. The OCC will continue to closely monitor the 
corrective action that the bank takes in response to the order and we are prepared to take addi¬ 
tional actions if necessary. 
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These aetions are the most reeent of a series of esealating supervisory and enforeement reaetions 
to ongoing defieieneies in Riggs’ BSA/AML complianee program. Sinee this matter involves an 
open ha nk and open investigations, there are limitations on what ean be said without diselosing 
eonfidential supervisory information and potentially eompromising future criminal, civil, and 
administrative actions. With that caveat, we have tried to set out below a summary of our supervi¬ 
sion of this institution in the BSA/AML area, dating back to 1997. 

The OCC first identified deficiencies in Riggs’ procedures several years ago. Beginning in the 
late 1990s we recognized the need for improved processes at Riggs and for improvements in 
the training in, and awareness of, the BSA’s requirements and in the controls over their BSA 
processes. Prior to 9/11, the OCC visited the ha nk at least once a year and sometimes more often 
to either examine or review the Bank’s BSA/AML compliance program. 

Over this timeframe OCC examiners consistently found that Riggs’ BSA compliance program 
was either “satisfactory” or “generally adequate,” meaning that it met the minimum requirements 
of the BSA, but we nonetheless continued to identify weaknesses and areas of its program that 
needed improvement in light of the business conducted by the bank. We addressed these weak¬ 
nesses using various informal supervisory actions. Generally, this involved bringing the problems 
to the attention of ha nk management and the board and securing their commitment to take correc¬ 
tive action. 

During this period, it was clear that the ha nk ’s compliance program needed improvement but we 
determined that the program weaknesses did not rise to the level of a violation of our regulation 
or pervasive supervisory concern. The OCC identified problems with the bank’s internal audit 
coverage in this area, its internal monitoring processes, and its staff training on the BSA and 
customer due diligence requirements. Repeatedly, management took actions to address specific 
OCC concerns but, as is now clear, the corrective actions being taken often were not sufficient to 
achieve the intended results. The ha nk was continually taking steps to respond to OCC criticisms 
but failed to take action on its own to improve its overall compliance program, especially with re¬ 
gard to high-risk areas. Due to the lack of an effective and proactive management team, additional 
weaknesses and deficiencies were continually identified by the OCC over this time period, but 
bank follow-up on these weaknesses ultimately proved to be ineffective and the problems contin¬ 
ued longer than they should have. 

As various changes occurred in the regulatory expectations for ha nks relative to BSA compliance 
and related issues over this period of time, our scrutiny of the bank was adjusted accordingly. For 
example, when the Financial Action Task Force and FinCEN identified “uncooperative” coun¬ 
tries, we conducted an examination at Riggs that specifically focused on account relationships 
with those countries and determined that the bank did not have extensive transaction activity with 
any of the countries on the list. In addition. Treasury issued its guidance on “politically exposed 
persons” in January 2001, and, as a result, the OCC’s focus on the risks associated with the Riggs 
embassy banking business began to increase and our supervisory activities were heightened ac- 
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cordingly. However, at that time, the Kingdom of Saudi Arabia was not viewed as a eountry that 
posed heightened risk of money laundering or terrorist finaneing, and Equatorial Guinea had just 
begun to reap the finaneial benefits of the discovery of large oil reserves in the mid-1990s. 

After 9/11, the OCC escalated its supervisory efforts to bring Riggs’ compliance program to a 
level commensurate with the risks that were undertaken by the ha nk and we believed that we 
were beginning to see some progress in this regard. In fact, the bank was beginning the process of 
a major computer system conversion that would address many of the shortcomings in the existing 
information systems that the ha nk was relying on. Unfortunately, ha nk management had to adjust 
the timeline repeatedly. This caused significant delays in the implementation date, pushing it from 
the original target of year-end 2002 to September 2003. Thus, the ha nk was not able to fulfill 
many of the commitments that it made to the OCC to correct our concerns pertaining to its BSA 
compliance program. Also, as previously mentioned, the OCC conducted a series of anti-terrorist 
financing reviews at our large or high-risk banks, including Riggs, in 2002. As a result of these 
reviews and other internal assessments, plus published accounts of suspicious money transfers 
involving Saudi Embassy accounts, our concerns regarding Riggs BSA/AME compliance were 
heightened. Thus, we commenced another examination of Riggs in January of 2003. 

The focus of the January 2003 examination was on Riggs’ embassy banking business, and, in 
particular, the accounts related to the Embassy of Saudi Arabia. Due to its Washington, D.C., 
location, its extensive retail branch network, and its expertise in private banking, Riggs found 
embassy banking to be particularly attractive and had developed a market niche. In fact, at one 
time, 95 percent of all foreign embassies in the United States, and 50 percent of the embassies in 
Eondon conducted their banking business with Riggs. The OCC’s examination lasted for approxi¬ 
mately five months and involved experts in the BSA/AME area. The findings from the January 
2003 examination formed the basis for the July 2003 C&D order entered into with the bank. The 
OCC also identified violations of the BSA that were referred to FinCEN. 

During the course of the 2003 examination, the OCC cooperated extensively with investigations 
by law enforcement into certain suspicious transactions involving the Saudi Embassy relation¬ 
ship. These transactions involved tens of millions of dollars in cash withdrawals from accounts 
related to the Embassy of Saudi Arabia; dozens of sequentially numbered international drafts that 
totaled millions of dollars that were drawn from accounts related to officials of Saudi Arabia, and 
that were returned to the bank; and dozens of sequentially numbered cashier’s checks that were 
drawn from accounts related to officials of Saudi Arabia made payable to the account holder. 
There was regular contact with the FBI investigators throughout this examination. We provided 
the FBI with voluminous amounts of documents and information on the suspicious transac¬ 
tions, including information concerning transactions at the ha nk that the FBI previously was not 
aware of. The OCC also hosted a meeting with the FBI to discuss these documents and findings. 
Throughout this process we provided the FBI with important expertise on both general banking 
matters, and on some of the complex financial transactions and products that were identified. 
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The July 2003 C&D order direeted the bank to take a number of steps to eorreet defleieneies in 
its internal eontrols in the BSA/AML area and to strongly consider staffing changes. Among other 
requirements in this action, the OCC directed the ha nk to 

• Hire an independent, external management consultant to conduct a study of the bank’s com¬ 
pliance with the BSA, including training, SAR monitoring, and correcting deficiencies, and 
conduct a risk assessment for compliance with the BSA throughout the bank. 

• Evaluate the responsibilities and competence of management. In particular, the consultant’s 
report to the board of directors must address, among other things, the responsibilities and 
competence of the ha nk ’s BSA officer, and the capabilities and competence of the supporting 
staff in this area. Within 90 days, the board of directors must determine whether any changes 
are needed regarding the ha nk ’s BSA officer and staff; 

• Adopt and implement detailed policies and procedures (including account opening and moni¬ 
toring procedures) to provide for BSA compliance and for the appropriate identification and 
monitoring of high-risk transactions; 

• Ensure effective BSA audit procedures and expansion of these procedures. Within 90 days the 
board of directors must review and evaluate the level of service and ability of the audit func¬ 
tion for BSA matters provided by any auditor; and 

• Ensure bank adherence to a comprehensive training program for all appropriate operational 
and supervisory personnel to ensure their awareness and their responsibility for compliance 
with the BSA. 

The OCC began its next examination of the ha nk ’s BSA compliance in October 2003. The 
purpose of this examination was to assess compliance with the C&D order and the PATRIOT 
Act, and to review accounts related to the Embassy of Equatorial Guinea. It was clear from this 
examination that the bank had made progress in complying with the order and in improving its 
AME program. Another notable accomplishment was the successful implementation of the long- 
planned system upgrade that significantly improved the information available to hank staff and 
management to monitor account activity and identify suspicious activity. Notwithstanding, there 
were significant areas of noncompliance noted by our examination. The examiners found that, as 
with the Saudi Embassy accounts, the bank lacked sufficient policies, procedures, and controls to 
identify suspicious transactions concerning the bank’s relationship with Equatorial Guinea. These 
transactions involved millions of dollars deposited in a private investment company owned by an 
official of the country of Equatorial Guinea; hundreds of thousands of dollars transferred from an 
account of the country of Equatorial Guinea to the personal account of a government official of 
the country; and over a million dollars transferred from an account of the country of Equatorial 
Guinea to a private investment company owned by the ha nk ’s relationship manager. The findings 
from this examination, as well as previous examination findings, formed the basis for the OCC’s 
recent CMP and C&D actions. 


QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 195 


SPEECHES AND CONGRESSIONAL TESTIMONY 


In retrospect, as we review our BSA/AML compliance supervision of Riggs during this period, 
we should have been more aggressive in our insistence on remedial steps at an earlier time. We 
also should have done more extensive probing and transaction testing of accounts. Our own BSA 
examination procedures called for transactional reviews in the case of high-risk accounts, such 
as those at issue here, yet until recently, that was not done at Riggs in the Saudi Embassy and 
the Equatorial Guinea accounts. Clearly, the types of strong formal enforcement action that we 
ultimately took should have been taken sooner. This is not a case where the deficiencies in the 
bank’s systems and controls were not recognized, nor was there an absence of OCC supervisory 
attention to those deficiencies. But we failed to sufficiently probe the transactions occurring in 
the ha nk ’s high-risk accounts and we gave the ha nk too much time, based on its apparent efforts 
to fix its own problems, before we demanded specific solutions, by specific dates, pursuant to 
formal enforcement actions. As described below, we have reevaluated our BSA/AME supervision 
processes in light of this experience and we will be implementing changes to improve how we 
conduct supervision in this area. The Comptroller has also directed that our Quality Management 
Division undertake an internal review of our supervision of Riggs. These steps are outlined more 
fiilly below. 

Improvements Undertaken to Improve BSA/AML Supervision 

While we believe our overall supervisory approach to BSA/AME compliance has been rigorous 
and is working well, we are committed to ongoing evaluation of our approaches to BSA/AME 
compliance and to appropriate revisions to our approach in light of technological developments, 
and the increasing sophistication of money launderers and terrorist fmancers, as well as to address 
aspects of the process where shortcomings were evidenced in the Riggs situation. Recent and cur¬ 
rent initiatives include the following: 

• As previously mentioned, together with the other federal banking agencies, we recently de¬ 
veloped revised examination procedures for several key sections of the PATRIOT Act and we 
expect to be issuing a revised version of our BSA/AME Handbook booklet by the end of the 
year. 

• We plan to develop our own database of national bank-filed SARs with enhanced search and 
reporting capabilities for use in spotting operational risk including in the BSA/AME area. 

This database will be compatible with the OCC’s supervisory databases and will enable us to 
(1) generate specialized reports merging SAR data with our existing supervisory data, (2) sort 
SAR information by hank asset size and line of business, and (3) provide enhanced word and 
other search capabilities. 
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• We are developing and will implement nationwide, a new risk assessment process to better 
identify high-risk banks. This system uses standardized data on products, services, customers, 
and geographies to generate reports that we will use to identify potential outliers, assist in the 
allocation of examiner resources, and target our examination scopes (e.g., particular products 
or business lines). 

• We are exploring with FinCEN and the other agencies better ways to use BSA information 
in our examination process, so that we can better pinpoint risks and secure corrective action. 
Upon completion of FinCEN’s BSA Direct initiative (currently under development), the OCC 
will have direct access, as opposed to dial-in access, to the SAR database. We expect that this 
direct access system will allow us to make better and more effective use of FinCEN’s SAR 
database. 

• We are also exploring how we can systematically capture BSA/AME criticisms in examina¬ 
tion reports so that we can track situations where no follow-up formal action has been taken. 

• Our Co mm ittee on Bank Supervision also has sent an alert to remind and reinforce for OCC 
examination staff the need to recognize accounts and transactions that appear to be anoma¬ 
lous or suspicious or that have other characteristics that should cause them to be considered 
high-risk in nature and to conduct additional transaction testing and investigation in such situ¬ 
ations. 

In addition, specifically with regard to Riggs, the Comptroller has directed our Quality Manage¬ 
ment Division to immediately commence a review and evaluation of our BSA/AME supervision 
of Riggs. This review will include an assessment of whether we took appropriate and timely 
actions to address any shortcomings found in the ha nk ’s processes and in its responses to matters 
noted by the examiners, and the extent and effectiveness of our coordination and interaction with 
other regulators and with law enforcement. The Comptroller has also asked for recommenda¬ 
tions for improvements to our BSA/AME supervision and our enforcement policy with regard to 
BSA/AME violations. 


CONCLUSION 

The OCC is committed to preventing national banks from being used, wittingly or unwittingly, to 
engage in money laundering, terrorist financing or other illicit activities. We stand ready to work 
with Congress, the other financial institution regulatory agencies, the law enforcement agencies, 
and the banking industry to continue to develop and implement a coordinated and comprehensive 
response to the threat posed to the nation’s financial system by money laundering and terrorist 
financing. 
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986—February 24, 2003 

12 use 24(7) 

[Summary: Letter discusses the distinction between technology advisory services that are part of 
the business of banking (advice on processing banking, financial or economic data) and can be 
offered to anyone versus advisory services that are incidental and, thus, can be offered only to 
customers of linked banking products (advice on general technology that customers can use to 
connect to on-line bank services).] 

Richard E. Brophy Jr. 

Naman, Howell, Smith & Lee 
RO. Box 1470 
Waco, TX 76703 

Subject: Operating Subsidiary Application by Extraco Banks, N.A., Waco, TX, to Expand Activi¬ 
ties of Extraco Institutional Services Corp., Application Control Number: 2002-WO-08-0002 

Dear Mr. Brophy: 

By letter dated June 28, 2002, OCC Corporate Decision No. 2002-11 (the “approval letter”), the 
OCC approved an application by Extraco Banks, N.A., (the “bank”), Waco, TX, under 12 CFR 
5.34 to expand the scope of activities performed by an operating subsidiary of the bank, Extraco 
Institutional Services Corporation (the “company”). Based on the commitments and representa¬ 
tions in the bank’s application and other materials, OCC approved the company’s proposal to 
provide advisory and consulting services to bank customers who use the bank’s electronic retail 
or wholesale transactional services; the advice would cover the hardware, software, and other 
technologies necessary to use those services. Likewise, based upon these commitments and rep¬ 
resentations, OCC approved the company’s proposal to provide advisory and consulting services 
to business customers on the hardware, software, and other technology necessary to enable those 
customers to process for themselves banking, economic, and financial information. The bank now 
seeks clarification from the OCC on whether the company can provide the second category of 
advisory activities to persons or entities not currently “bank customers.” For the reasons below, 
the company may do so under the approval letter.' 

As you note, in the approval letter, the OCC approved essentially two categories of advisory ac¬ 
tivities. Under the first category, the company would provide advisory and consulting services to 


' Since the proposed activities fall within the intent and scope of the approval letter, I conclude that the proposed activi¬ 
ties are not “new” activities for purposes of 12 CFR 5.34(e)(5)(i) and, thus, that no additional application under that 
section is required. 
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bank retail and business customers with regard to the installation of necessary hardware, software, 
telephone lines, modems and other devices in order to operate the ha nk ’s Internet-based banking 
products. 

Under the second category, the company would provide advice and consulting services to busi¬ 
ness customers on the processing of banking, financial, and economic data for themselves, includ¬ 
ing the hardware and software needed to enable customers to process such data. With regard to 
the second category, the bank represented that such banking, financial, and economic data would 
include accounts receivable, accounts payable, revenues, expenses, and similar financial data and 
that the advisory and consulting services would be limited to the type of banking, financial, and 
economic data that the ha nk would be permitted to process on behalf of its customers. 

The approval letter concluded that both categories of advisory activities came within the provi¬ 
sion of the OCC’s final regulation on electronic activities of national ha nks that codified the exist¬ 
ing OCC position on a national bank’s authority to engage in data processing activities. The new 
regulation provides in relevant part: 

It is part of the business of banking under 12 USC 24(Seventh) for a national ha nk to 
provide data processing, and data transmission services, facilities (including equipment, 
technology, and personnel), data bases, advice and access to such services, facilities, data 
bases and advice, for itself and for others, where the data is banking, financial, or economic 
data, and other types of data if the derivative or resultant product is banking, financial, or 
economic data. For this purpose, economic data includes anything of value in banking and 
financial decisions. 

12 CFR 7.5006(a) (emphasis added.) 

The approval letter stated: 

Here,... the proposed advisory services entail providing advice on the processing of bank¬ 
ing, financial, or economic data. The company proposes to advise retail and wholesale ha nk 
customers, who use the bank’s electronic transactional services, on the hardware, software, 
and other technologies necessary to use those services. Such advice is clearly focused on the 
processing of banking data. The company also proposes to provide advisory and consulting 
services to business customers on the hardware, software, and other technology necessary to 
enable bank customers to process banking, economic, and financial information for them¬ 
selves. This would include processing of information on the customer’s accounts receivable, 
accounts payable, revenues, expenses, and similar financial data. The ha nk has committed 
that it will limit its advisory and consulting services to the type of banking, financial, and 
economic data that the ha nk would be permitted to process on behalf of its customers. 
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(Footnote omitted.) 

The first category of approved advisory activities was intended to be limited to persons or enti¬ 
ties that had an existing business relationship with the bank. The advisory activities approved 
were those that related to the technology needed to support that banking relationship. Limiting 
the advice to the customer’s underlying ha nk service relationship assures that the first category of 
advisory services will pertain only to “banking” data and, thus, will fall within 7.5006(a). 

However, the second category was not intended to be so limited. With respect to the second cat¬ 
egory, the bank expressly committed that the advisory and consulting services would be “limited 
to the type of banking, financial, and economic data that the bank would be permitted to process 
on behalf of its customers.” This commitment is sufficient to assure that the second category will 
be within 7.5006(a) irrespective of whether the specific business customer of the company also 
has a banking relationship with the bank. 

As you point out, what matters under 7.5006(a) is the nature of the data being processed, not 
whether the entity receiving the processing also receives other banking services from the bank. 

As demonstrated in the first category of approved services, one way to assure that data being 
processed is “banking” data is to require that the data be connected to the consumption of bank¬ 
ing services. However, this is not the only way to satisfy 7.5006(a). An express commitment that 
processing will be limited to financial data permitted for national banks, which the ha nk provided 
and which formed the basis for the approval of the second category, is equally effective. 

Thus, the approval letter’s reference to “bank customers” in the second category was intended 
only to reflect the ha nk ’s commitment that the company would be limited to the type of advice 
the bank would be permitted to provide to “bank customers.” However, there was no intent to 
limit the company to providing the second category of advice only to customers of the bank. 

This letter merely interprets the scope of the approval letter and is not itself a new or additional 
approval. For this reason, the proposed activities discussed in this letter remain subject to all the 
commitments and representations referenced in the approval letter. We expect that the company 
will conduct all its advisory activities in conformance with OCC Corporate Decision No. 2002- 
11 . 

Sincerely, 

Julie L. Williams 

First Senior Deputy Comptroller and Chief Counsel 
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987-March 17, 2003 

12 CFR 3 

[Summary: Letter opines that in most instances second mortgages liens will not constitute re¬ 
course because second mortgage liens generally do not function as credit enhancements under 
the risk-based capital guidelines.] 

Dear [ ], 

Thank you for your letters requesting clarification on the appropriate capital treatment for second 
liens in structured mortgage transactions. As you know, the agencies [Office of the Comptroller 
of the Currency, Federal Deposit Insurance Corporation, Federal Reserve Board, and the Office of 
Thrift Supervision] issued a final rule on November 29, 2001, titled the . . Capital Treatment of 
Recourse, Direct Credit Substitutes, and Residual Interests in Asset Securitizations” (“final rule”). 
The final rule addresses a variety of exposures retained or assumed by a banking organization. In 
the preamble to the final rule, the agencies stated that “second liens will not, in most instances, 
constitute recourse. Second mortgages or home equity loans generally will not be considered re¬ 
course arrangements unless they actually function as credit enhancements.” [66 Federal Register 
59621] 

In drafting the final rule, the agencies’ determined that second mortgages generally would not 
meet the definition of a recourse arrangement, even when the first and second mortgage were 
made to the same borrower at the same time. The agencies view the second mortgage as a sepa¬ 
rate transaction that does not—in and of itself—serve as a credit enhancement. Generally, the 
holder of the first mortgage has a senior claim on the collateral supporting the mortgages but 
would not have any rights to payments made on the second mortgage. This is in contrast to a typi¬ 
cal recourse arrangement where any payments made by the underlying borrowers are first used to 
satisfy the claims of the senior investors in accordance with the terms and conditions of the trans¬ 
action. Further, the credit risk present in most structured second liens is similar in most aspects to 
second liens originated on a standalone basis, which are not considered to be recourse obligations 
under our existing rules. For these reasons, the agencies do not believe that the second mortgage 
liens referenced in your letters meet the definition of recourse as set forth in the final rule. 

The agencies are aware of elevated credit risk related to high loan-to-value financing. Institutions 
with concentrations of second liens in structured mortgage programs are often subject to higher 
examiner scrutiny and, in some cases, higher capital requirements. For example, the agencies 
have issued subprime and high loan-to-value residential real estate guidance that indicates when 
examiners should assess higher capital charges for loans that pose a higher degree of credit risk. 
We will also consider your concerns, particularly with regard to the high loan-to-value structured 
mortgage programs, in future revisions to our capital standards as part of our efforts to more 
closely align regulatory capital requirements with risk. 
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Please eontaet Tom Boemio, Senior Supervisory Finaneial Analyst at the Federal Reserve Board 
on (202) 452-2982; Amrit Sekhon, Risk Expert at the OCC on (202) 874-5211; Jason Cave, 

Chief, Capital Markets Poliey at the FDIC; or Miehael Solomon, Senior Program Manager for 
Capital Poliey at the OTS on (202) 906-6669, if you have any further questions with regard to this 
elarifieation of the eapital treatment of seeond liens in struetured mortgages. 

Sineerely, 

Tommy Snow 
Direetor, Capital Poliey 
Comptroller of the Curreney 

Norah Barger 

Deputy Assoeiate Direetor 

Federal Reserve Board 

John C. Priee 

Direetor, Supervision Poliey 
Offiee of Thrift Supervision 

George Freneh 
Deputy Direetor 

Federal Deposit Insuranee Corporation 
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988-July 28, 2003 

12 CFR 3 

[Summary: Letter examines various synthetic securitizations using credit derivatives. Reaffirms 
application of joint agency guidance on synthetic collateralized loan obligations, OCC Bulletin 
99-43, “Risk-Based Capital Interpretations [for] Credit Derivatives: Joint Agency Statement" 
(November 15, 1999) (with attached revisions to “Annex”), and final rule on . . Capital Treat¬ 

ment of Recourse, Direct Credit Substitutes, and Residual Interests in Asset Securitizations, ” 66 
Federal Register 59614 (November 29, 2001), to synthetic securitizations of residential mortgage 
loans that employ credit default swaps (CDS) and credit-linked notes (CLN) to provide credit pro¬ 
tection to mezzanine positions. It also concludes that mezzanine credit protection provided by the 
bank in a government-sponsored enterprise (GSE) transaction is considered credit support under 
the recourse provisions in final rule amending the risk-based capital guidelines.] 

Dear [ ]: 

This is in response to your letter to Miehael L. Brosnan and Stuart Deseh dated Mareh 5, 2003, 
requesting a risk-based eapital interpretation for [ ] (the “bank”) for three proposed transac¬ 

tions. In your letter, you describe two synthetic securitizations of residential mortgage loans 
(transactions 1 and 2) and a government-sponsored enterprise (GSE) transaction (transaction 3) 
and request approval to apply a risk-based capital treatment based on both the November 15, 

1999 joint agency guidance on synthetic collateralized loan obligations (“joint agency guid¬ 
ance”),! and the November 29, 2001 final rule titled “. . . Capital Treatment of Recourse, Direct 
Credit Substitutes and Residual Interests in Asset Securitizations” (“final rule”).' The Office of 
the Comptroller of the Currency (OCC) and the Federal Reserve Board (FRB) staffs have de¬ 
termined that, while transactions 1 and 2 are not specifically described in the joint agency guid¬ 
ance or the final rule, the principles established in that guidance and rule may be applied to those 
proposed synthetic transactions. For transaction 3, the mezzanine credit protection provided by 
the ha nk should be considered credit support under the final rule and receive the capital treatment 
described therein. The risk-based capital treatment that should be applied to each of the transac¬ 
tions is described below. The risk-based capital treatment for transactions 1 and 2 described in 
this letter is conditional upon the bank satisfying the risk management and disclosure conditions 
detailed in the annex to the joint agency guidance, as amended by this letter. 

Transaction 1 

In this synthetic structure, the bank will select and isolate a static reference pool of whole loan 
residential mortgages, which remain on the bank’s balance sheet. The credit risk of the reference 


‘ OCC Bulletin 99-43, FRB SR Letter 99-32. 
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pool will be stratified into notional segments or tranches that are expected to consist of equity, 
mezzanine, and senior positions. The ha nk will retain the risk of the equity and senior positions, 
and all of the positions above the equity position will be rated by two nationally recognized 
statistical rating organizations (NRSROs). The mezzanine tranches are expected to be rated in 
the range of B to A, and the retained senior tranches will be rated AA and AAA. The bank will 
subsequently enter into credit default swaps (CDS) with either an OECD bank, a securities firm 
counterparty that qualifies for a 20-percent risk weight, or with a bank-sponsored variable interest 
entity. If a variable interest entity is used, the entity will issue credit-linked notes (CLNs) to unaf¬ 
filiated third parties equal to the notional amount of the CDS. The proceeds from the issuance of 
the CLNs will be invested in OECD government and GSE securities that will be held as collateral 
for the CDS. Regardless of whether a variable interest entity is used, the CDS will reference the 
payment and credit performance of the loans in the reference pool and will provide the ha nk with 
credit protection in the event credit losses exceed the retained equity position. The maturities of 
the CDS will match the maturities of each referenced tranche, which will match the maturity of 
the longest loan in the reference pool. 

The proposed transaction 1 is similar, but not identical, to structure 2 in the joint agency guid¬ 
ance. 3 In both structures, the bank retains the first loss position and the senior position and 
obtains credit protection on the rated mezzanine positions. However, in the joint agency guidance, 
the mezzanine position includes a tranche rated AAA. As a result, the retained position is senior 
to a AAA-rated position. In transaction 1 proposed by the bank, the highest rating on the mezza¬ 
nine position is A and the retained senior positions are rated AA and AAA. Additionally, the credit 
protection obtained for the mezzanine position in structure 2 in the joint agency guidance was in 
the form of CLNs collateralized by OECD government securities. In the proposed transaction 1, 
the credit protection on the mezzanine position may be in the form of either CDS or CLNs col¬ 
lateralized by both OECD government securities and GSE securities. 

Risk-Based Capital Treatment for Transaction 1 

The preamble to the final rule states, “With the issuance of this final rule, the agencies reaffirm 
the validity of the structural and risk management requirements of the [November] 1999 guidance 
on synthetic securitizations issued by the Board and the OCC, while modifying the risk-based 
capital treatment detailed therein with the treatment presented in this final rule.”^ This statement 
was further clarified by the “Interagency Questions and Answers on the Capital Treatment of 
Recourse, Direct Credit Substitutes, and Residual Interests in Asset Securitizations” (“interagency 
Q&A”).^ The interagency Q&A modified the qualification requirements for structure 2 in the joint 


^ 66 Federal Register 59614-67, [“Risk-Based Capital Guidelines; Capital Adequacy Guidelines; Capital Maintenance: 
Capital Treatment of Recourse, Direct Credit Substitutes and Residual Interests in Asset Securitizations; Final Rules” 
(November 29, 2001)]. [Also in OCC Bulletin 2001-49, “Risk-Based Capital-Recourse, Direct Credit Substitutes, and 
Residual Interests: Final Rule” (December 6, 2001).] 

^ OCC Bulletin 2002-22, FRB SR Letter 2002-16, May 23, 2002. 
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agency guidance to eliminate the restriction on the size of the first-loss position. Consequently, 
the final rule does not alter the risk-based capital treatment for this type of transaction: dollar-for- 
dollar capital on the retained first loss piece, recognition of the collateral to reduce the risk weight 
on the mezzanine position, and a 20-percent risk weight on the retained senior position if it is 
senior to AAA-rated CLNs. 

The final rule explicitly references credit derivatives as examples of recourse and direct credit 
substitute exposures. A bank or bank holding company (a banking organization) providing credit 
protection through a credit derivative would therefore be considered to have a recourse or direct 
credit substitute exposure, the capital treatment for which is described in the final rule. However, 
the final rule does not explicitly address the situation where a banking organization has pur¬ 
chased credit protection through the use of a credit derivative. While the bank in transaction 1 has 
obtained credit protection through a credit derivative in a synthetic securitization, it has neither 
retained credit risk on sold assets (recourse) nor assumed credit risk associated with an asset that 
was not previously owned by it (direct credit substitute). Therefore, the risk-based capital treat¬ 
ment for either recourse or direct credit substitute positions established by the final rule is not 
directly applicable to the retained senior position in transaction 1. 

The OCC and FRB staffs believe that the principles established in the final rule, the joint agency 
guidance, and the interagency Q&A may be applied to the synthetic securitization described 
by the hank as transaction 1. The bank may recognize the AA and AAA ratings received on the 
retained senior positions and assign a 20-percent risk weight to those untraded positions in ac¬ 
cordance with the ratings-based approach of the final rule. The bank must hold dollar-for-dollar 
capital for the retained equity position. If the credit protection obtained on the mezzanine posi¬ 
tion is in the form of CDS, the ha nk could risk-weight that position according to the risk weight 
appropriate for the counterparty. If the credit protection is in the form of CLNs collateralized by 
OECD government securities, the bank could risk-weight the position at 0 percent according to 
the joint agency guidance. If the credit protection is in the form of CLNs collateralized by GSE 
securities, the bank could risk-weight the position at 20 percent according to the agencies’ risk- 
based capital rules for the recognition of collateral. 

The OCC and FRB staffs consider this risk-based capital interpretation as a new case under the 
joint agency guidance, and therefore, the capital treatment is subject to the bank satisfying the risk 
management and disclosure requirements contained in the annex to that guidance. After review¬ 
ing the conditions in the annex in the context of industry advances in the risk measurement and 
management of synthetic securitizations since the publication of the joint agency guidance, the 
OCC and FRB staffs have decided to modify the requirements of that annex. Those modifications 
are described later in this letter. 
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Transaction 2 

Transaction 2 is identical to transaction 1 except for the addition of a call option and loan removal 
provisions. The call option permits the ha nk to call a tranche of the synthetic securitization that 
has third-party credit protection under two circumstances: (1) if a tranche with third-party credit 
protection receives a rating upgrade to AAA from all NRSROs rating the position; or (2) if all of 
the loans in the original reference portfolio are no longer on the ha nk ’s balance sheet. The call 
option allows the ha nk to “right size” the credit protection when the credit quality of the portfolio 
has improved significantly or the protection is no longer needed. If CLNs were issued, the bank 
would pay a premium on the CLN redemption if it exercised the option within five years of clos¬ 
ing the transaction. 

The on-balance-sheet loans that the ha nk selects for the reference portfolio will be loans that are 
held for asset and liability management purposes. As part of its liquidity management process, the 
bank may find it necessary or advantageous to sell or securitize the earmarked loans. The terms of 
transaction 2 permit the ha nk to sell or securitize such loans provided the loans are no more than 
30 days past due. 

As described in your letter and in follow-up conversations among OCC, FRB, and the ha nk ’s 
staff, you have represented that the call feature and loan removal provision are not intended to 
provide credit support to the synthetic securitization. The bank generally may only exercise the 
options when the credit quality of the portfolio has improved or remains constant. If the credit 
quality of the pool has deteriorated, the CLN tranches would be less likely to receive a rating 
upgrade to AAA, making those tranches ineligible to be called. 

Risk-Based Capital Treatment for Transaction 2 

The ha nk may apply the same risk-based capital treatment for transaction 2 as described above in 
this letter for transaction 1. If the ha nk exercises its call options so that all of the mezzanine CDS 
and CLNs are called, the structure would no longer be considered a securitization since there 
would no longer be any risk transference. The bank would now be exposed to the entire remain¬ 
ing amount of the mortgage portfolio, including that portion initially protected by the mezzanine 
tranches issued to third parties. The residential mortgages would be risk-weighted as loans held 
on the balance sheet according to the OCC risk-based capital rules contained in 12 CFR 3, Ap¬ 
pendix A Section 3(a) and the FRB rules contained in 12 CFR 208, Appendix A, section III.C, and 
12 CFR 225, Appendix A, section III.C. 

Additionally, if the OCC or FRB determines that the ha nk is exercising the call option or loan re¬ 
moval provision in order to provide credit enhancement or support to the counterparties providing 
the mezzanine credit protection, such actions will be considered implicit recourse and will alter 
the capital interpretations described in this letter. 
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As with transaction 1, the bank must satisfy the risk measurement and management conditions 
described in the annex of the joint agency guidance, as modified later in this letter. 

Transaction 3 

In this structure, the ha nk would select a pool of whole loan residential mortgages and transfer the 
loans to a GSE in exchange for investment-grade, GSE-guaranteed mortgage-backed securities 
that have an undivided interest in the cash flows of the transferred loans. The ha nk expects to sell 
to third parties all of these securities and will pay the GSE an annual agency or guarantee fee for 
the GSE’s guarantee of the timely payment of principal and interest on the securities. Contempo¬ 
raneous with the transfer of loans, the ha nk will provide a mezzanine-level credit enhancement to 
the GSE on the pool sold, which may take the form of an upfront bank-funded spread account or 
a credit default swap. The bank will receive market compensation for this enhancement, either in 
the form of fees received or a reduced rate for the guarantee fee paid by the ha nk to the GSE. 

The GSE will take the first-dollar loss risk on the sold mortgage pool. The ha nk enhancement 
will be structured to provide second-dollar loss protection above the GSE first loss position, up 
to a specified amount of cumulative losses. This position will be either unrated or rated by two 
NRSROs at BB and/or BBB. 

Risk-Based Capital Treatment for Transaction 3 

The OCC and FRB staffs generally agree with the risk-based capital treatment described in 
your letter. Based on the final rule, the credit support provided by the bank should be treated as 
a recourse exposure, a residual interest, or a credit-enhancing interest only strip, depending on 
its exact structure. For example, if the enhancement is provided through an off-balance-sheet 
credit default swap, then the position should be treated as a recourse exposure. If the protection 
is provided through an on-balance-sheet spread account, then the position should be treated as 
a residual interest, or possibly a credit-enhancing, interest-only strip. In addition, the applicable 
risk-based capital treatment might also depend on whether the enhancement is rated. Regardless 
of the precise form that the credit protection might take, the final rule should be used to assess the 
appropriate risk-based capital treatment. 

Any GSE securities held should be accorded a 20-percent risk weight based on the GSE guaran¬ 
tee. 

As you note in your letter, we would expect the portfolio to be continuously monitored and, if 
actual loss experience approaches or exceeds the GSE’s equity position, the bank should make 
appropriate valuation adjustments to the CDS or the spread account and, as applicable, risk-based 
capital adjustments consistent with any changes in NRSRO ratings. 
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Modifications to the Annex of the Joint Agency Guidance 

The 1999 joint agency guidance includes risk management, measurement, and disclosure require¬ 
ments that a banking organization must satisfy in order for a synthetic securitization to qualify for 
the risk-based capital treatment described in the guidance. At the time the guidance was written, 
synthetic securitizations were a recent innovation, and both banking organizations and the regu¬ 
latory agencies were just beginning to assess and understand the risks of such structures. As a 
prudential measure to ensure safety and soundness at banking organizations obtaining credit pro¬ 
tection through such structures, the OCC and FRB developed preconditions for the preferential 
capital treatment described in the guidance that were intended to ensure a banking organization’s 
ability to measure and manage the risk of both the protected on-balance-sheet portfolio, as well as 
its unprotected positions. Since the OCC and FRB published the guidance, synthetic securitiza¬ 
tions have become more commonplace and the technology to measure and manage the associated 
risks has improved. In addition, implementation of the final rule has provided a framework for a 
more risk-sensitive approach to assessing regulatory capital than was available when the guidance 
was published. The OCC and FRB staffs have therefore decided to modify the conditions of the 
annex of the joint agency guidance to better reflect these developments. The OCC and FRB plan 
to include these modifications in a future interagency issuance on securitization. [Editor’s note: 
issuance is forthcoming.] 

Condition 1 of the annex requires a banking organization to “demonstrate that a transfer of virtu¬ 
ally all of the risk has been achieved.” The OCC and FRB have modified this condition to require 
banking organizations to “demonstrate that risk transference has been achieved.” Similarly, condi¬ 
tion 1.1 has been amended from “Produce credible analyses indicating a transfer of virtually all 
of the credit risk to substantive third parties” to read, “Produce credible analyses indicating the 
degree of transfer of credit risk to substantive third parties.” The OCC and FRB have also amend¬ 
ed condition 1.7, which was intended to ensure that a banking organization transferred all of the 
credit risk of the protected portfolio and did not reassume it in another form. The revised condi¬ 
tion now permits institutions to retain the senior risk position. However, it continues to preclude 
the re-assumption of any credit risk transferred to third parties in another form for purposes of 
lowering the risk-based capital requirements. 

Condition 1.5, which requires that the mezzanine position that is sold to third parties include 
a tranche that is rated AAA, has been eliminated. Condition 1.6, which limited the size of the 
retained first loss position to no greater than the expected loss on the portfolio, was previously 
eliminated with the publication of the interagency Q&A. 

Condition 3 of the annex requires a banking organization to disclose in its annual and SEC regu¬ 
latory reports details of synthetic securitization transactions, including the amount of reduction in 
economic and regulatory capital as well as risk-weighted assets. The OCC and FRB staffs have 
modified these disclosure requirements to apply only when synthetic securitization transactions 
result in a material reduction in economic or regulatory capital. 
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A revised version of the annex incorporating the changes discussed above is attached. 

Conclusion 

The risk-based capital treatments described above apply only to transactions that meet the de¬ 
scriptions and satisfy the conditions outlined in this letter. The treatment of other transactions will 
depend on the structure and terms of those transactions. The OCC and FRB staffs will continue to 
review and issue risk-based capital interpretations on synthetic securitizations using credit deriva¬ 
tives on a case-by-case basis. 

If you have further questions, please contact the resident OCC examiners, Margot Schwadron on 
(202) 874-6022 or Amrit Sekhon on (202) 874-5211 in the OCC Capital Policy Division, or Tom 
Boemio on (202) 452-2982 in the FRB Supervisory and Risk Policy Section. 

Sincerely, 

Tommy Snow 
Director, Capital Policy 
Comptroller of the Currency 

Barbara Bouchard 
Assistant Director 
Federal Reserve Board 
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Revised Annex 

[to attachment “Capital Interpretations-Synthetic Collateralized Loan Obligations” in both OCC 
Bulletin 99-43, “Risk-Based Capital Interpretations—Credit Derivatives: Joint Agency State¬ 
ment” (November 15, 1999) and in FRB SR Letter 99-32 (SUP), “Capital Treatment for Synthetic 
Collateralized Loan Obligations” (November 17, 1999)] 

Minimum Conditions that Sponsoring Institutions Must Meet To Obtain the 
Synthetic Securitization Capital Treatment 

The agencies [Office of the Comptroller of the Currency and Federal Reserve Board] may impose 
additional requirements or conditions as they deem necessary to ascertain that the sponsoring 
banking organization has sufficiently isolated itself from the credit risk exposure of the hedged 
reference portfolio. 

Condition 1: Demonstration of transfer of virtuaiiy aii of the risk to third parties 

Not all transactions structured as synthetic securitizations transfer the degree of credit risk needed 
to receive a reduced 20 percent risk weight on the retained senior position. To demonstrate that a- 
transfcr of virtually all of the risk transference has been achieved, institutions must: 

1. Produce credible analyses indicating a transfer of virtually all the degree of transfer of the 
credit risk to substantive third parties; 

2. Ensure the absence of any early amortization or other credit performance contingent clauses;'* 

3. Subject the transaction to market discipline through the issuance of a substantive amount of 
notes or securities to the capital markets; 

4. Have notes or securities rated by a nationally recognized credit rating agency; 

5:— Structure a senior class of notes that receives the highest possible investment grade rating, 

c.g., AAA, from a nationally recognized credit rating agency; 

€■.— Ensure that any first loss position retained by the sponsoring institution in the form of fees, 

reserves, or other credit enhancement — which effectively must be deducted from capital — is 

no greater than a reasonable estimate of expected losses on the reference portfolio; and 

7. Ensure that they do not reassume any transferred credit risk beyond the first loss position 
through another credit derivative or any other means. 


Early amortization clauses may generally be defined as features that are designed to force a wind-down of a securiti¬ 
zation program and rapid repayment of principal to asset-backed securities investors if the credit quality of the underly¬ 
ing asset pool deteriorates significantly. 
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Condition 2: Demonstration of abiiity to evaiuate remaining banking book risk 
exposures and provide adequate capitai support 

To ensure that the sponsoring institution has adequate capital for the credit risk of its unhedged 
exposures, institutions are expected to have adequate systems that fully take into account the ef¬ 
fect of such transactions on the institutions’ risk profiles and capital adequacy. In particular, those 
systems should be capable of fully differentiating the nature and quality of the risk exposures an 
institution transfers from the nature and quality of the risk exposures it retains. Specifically, to 
gain capital relief institutions are expected to: 

1. Have a credible internal process for grading credit risk exposures, including: (1) adequate 
differentiation of risk among risk grades, (2) adequate controls to ensure the objectivity and 
consistency of the rating process, and (3) analysis or evidence supporting the accuracy or ap¬ 
propriateness of the risk grading system. 

2. Have a credible internal economic capital assessment process that defines the institution to be 
adequately capitalized at an appropriate insolvency probability and that readjusts, as neces¬ 
sary, its internal economic capital requirements to take into account the effect of the synthetic 
securitization transaction. In addition, the process should employ a time horizon sufficiently 
long to allow necessary adjustments in the event of significant losses. The results of an 
exercise demonstrating that the organization is adequately capitalized after the securitization 
transaction must be presented for examiner review. 

3. Evaluate the effect of the transaction on the nature and distribution of the non-transferred 
banking book exposures. This analysis should include a comparison of the banking book’s 
risk profile and economic capital requirements before and after the transaction, including the 
mix of exposures by risk grade and by business or economic sector. The analysis also should 
include identification of any concentrations of credit risk and maturity mismatches. Addition¬ 
ally, the bank must adequately manage and control the forward credit exposure that arises 
from any maturity mismatch. The agencies retain the flexibility to require additional regula¬ 
tory capital if the maturity mismatches are substantive enough so that they raise a supervisory 
concern. Moreover, as stated above, the sponsoring banking organization must demonstrate 
that it meets its internal economic capital requirement subsequent to the completion of the 
synthetic securitization. 

4. Perform rigorous and robust forward-looking stress testing on non-transferred exposures 
(remaining banking book loans and commitments), transferred exposures, and exposures 
retained to facilitate transfers (credit enhancements). The stress tests must demonstrate that 
the level of credit enhancement is sufficient to protect the sponsoring ha nk from losses under 
scenarios appropriate to the specific transaction. 
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Condition 3: Provide adequate pubiic disciosures of such transactions regarding 
their risk prof He and capitai adequacy 

When synthetic securitization transactions result in a material reduction in economic or regula¬ 
tory capital, sponsoring institutions must provide adequate disclosure to the marketplace in their 
10-K and annual reports on the accounting, economic, and regulatory consequences of such trans¬ 
actions. In particular, institutions are expected to disclose: 

1. The notional amount of loans and co mm itments involved in the transactions; 

2. The amount of economic capital shed through the transactions; 

3. The amount of reduction in risk-weighted assets and regulatory capital resulting from the 
transactions both in dollar terms and in terms of the effect in basis points on the risk-based 
capital ratios; and 

4. The effect of the transactions on the distribution and concentration of risk in the retained port¬ 
folio by risk grade and sector. 
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989—August 18, 2003 

12 CFR 3 

[Summary: Letter states that the actual operating income of a muitifamiiy residential property 
must be used by the bank in order to determine whether the loan secured by a first mortgage on 
a muitifamiiy residential property would satisfy the annual net operating income (debt service 
ratio) requirements, and therefore, quality for the 50-percent risk weight under the risk-based 
capital guidelines.] 

Dear [ ]: 

This letter is in response to your Deeember 4, 2002, letter to Lanee Cantor. In that letter you 
requested confirmation that an operating statement prepared by a qualified asset manager follow¬ 
ing an annual site inspection would meet the annual net operating income requirement for a loan 
to a multifamily property to qualify for a preferential risk weight. The OCC has determined that 
the on-site inspections and analyses described in your letter are not sufficient, by themselves, to 
satisfy the criteria outlined in section 3(a)(3)(v) of 12 CFR 3, Appendix A. 

In order to qualify for a 50-percent risk weight, a loan secured by a first mortgage on a multifam¬ 
ily residential property must satisfy certain criteria. One of the criteria is based on the ratio of 
annual net operating income generated by the property to annual debt service on the loan (debt 
service ratio). That ratio may not be less than 120 percent for a fixed rate loan or 115 percent for 
a floating rate loan. The OCC has determined that actual operating income of the property must 
be available as a prerequisite for a lower capital requirement on multifamily residential mortgage 
loans. 

The regulation also requires that a loan must be seasoned by requiring one year of timely interest 
and principal payments before the loan may qualify for the 50-percent risk weight. This season¬ 
ing requirement for the preferential risk weight is consistent with the requirement that actual net 
operating income be used in the annual calculation of the debt service ratio. 

When a ha nk has timely information on the financial condition of the property securing the loan, 
it is able to implement appropriate actions in response to changes in asset quality and market 
conditions. Thus, from a safety and soundness perspective, the OCC believes a bank should have 
access to actual revenue and expense information on the property securing the loan in order to ap¬ 
ply the preferential 50-percent risk weight. 

If you have further questions, please contact the resident OCC examiners or Margot Schwadron 
on (202) 874-6022 in the OCC Capital Policy Division. 

Sincerely, 

Tommy Snow 
Director, Capital Policy 
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990—October 17, 2003 

12 CFR 3 

[Summary: Letter concludes that merchant processing intangible (MPI) assets do not satisfy the 
separability, valuation, and marketability criteria, and therefore, would not constitute a qualify¬ 
ing intangible asset permitted to count as tier 1 capital under the risk-based capital guidelines.] 

Dear [ ]: 

This letter responds to your letter dated May 20, 2003, concerning the capital treatment for 
merchant processing intangibles (MPIs). [ ] (“the bank”) requested that MPIs be included in 

qualifying intangible assets subject to the same limitations as purchased credit card relationships 
(PCCRs) for purposes of calculating tier 1 capital. The OCC has concluded that the current capi¬ 
tal treatment of MPIs is appropriate and that the bank should continue to deduct MPIs from tier 1 
capital and from assets in calculating regulatory capital. 

Background 

Generally, goodwill and other intangible assets are deducted from tier 1 capital.' Mortgage servic¬ 
ing assets (MSAs), nonmortgage servicing assets (NMSAs), and PCCRs, however, are qualifying 
intangible assets and, subject to certain limits, need not be deducted from tier 1 capital. Currently, 
the limit for all qualifying intangible assets is 100 percent of tier 1 capital and NMSAs and PC¬ 
CRs are subject to a further sublimit of 25 percent of tier 1 capital.^ Qualifying intangible assets 
are also subject to valuation at least quarterly at the lesser of 90 percent of the fair value of each 
intangible asset or 100 percent of the remaining unamortized book value.^ 

When the OCC amended its capital regulations in 1993, it eliminated a three-part test for deter¬ 
mining qualifying intangibles from the regulatory language. The OCC indicated, however, that it 
would continue to use these criteria as guidance in deciding whether to expand the list of qualify¬ 
ing intangible assets. The three-part test required that: 

1. The intangible asset must be able to be separated and sold apart from the ha nk or from the 
bulk assets of the bank; 

2. The market value of the intangible asset must be established on an annual basis through an 
identifiable stream of cash flows, and there must be a high degree of certainty that the asset 
will hold this market value notwithstanding the future prospects of the bank; and 


‘ 12 CFR Part 3, Appendix A section 2(c)(l)(i) and (ii). 
^ 12 CFR Part 3, Appendix A section 2(c)(2)(i). 

^ 12 CFR Part 3, Appendix A section 2(c)(2)(ii). 
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3. The bank must demonstrate that a market exists which will provide liquidity for the intangible 
asset. 

The Comptroller s Handbook defines the business of merchant processing as, “The settlement 
of electronic payment transactions for merchants. It is a separate and distinct business line from 
credit card issuing. Merchant processing activity, which is off-balance-sheet, involves gather¬ 
ing sales information from the merchant, collecting funds from the issuing bank, and paying the 
merchant.”'* Your letter indicates that a merchant processing intangible arises when a buyer pays 
a premium for a merchant processing business or a merchant contract portfolio. The premium is 
based on the expected future cash flows generated by the underlying merchant contracts. 

In the fall of 2000, the OCC reviewed the appropriate capital treatment for MPIs and determined 
that MPIs should continue to be deducted from tier 1 capital. As part of that review, the OCC 
concluded that MPIs did not meet the requirements of the three-part test described above. Among 
other factors, a sufficiently liquid market for these assets did not exist. 

Discussion 

The ha nk has proposed that, for risk-based capital purposes, MPIs should be treated in the same 
manner as PCCRs for the following reasons: 

• The merchant processing industry has matured in recent years and the marketability and sal¬ 
ability of MPIs are equivalent to that of PCCRs. 

• MPIs are valued according to GAAP based on projected cash flows similar to PCCRs. 

• The Federal Reserve Board’s regulations with respect to MPIs are unclear. 

• Deducting MPIs from tier 1 capital puts banks at a competitive disadvantage with respect to 
nonhank competitors. 

To support the proposal, the bank provided information documenting sales of businesses and 
portfolios and discussed the method used to value MPIs. In revisiting the capital treatment for 
MPIs, the OCC considered the requirements of the three-part test for separability and valuation 
and sought to determine whether the market for MPIs has become sufficiently liquid that it meets 
the liquidity requirement for qualifying intangibles. 

Separability —^Are MPIs able to be sold separately from a bank? The ha nk suggests that the num¬ 
ber of sales of both businesses and portfolios demonstrates that MPIs are a separately saleable 
asset. The ha nk ’s data for sales of merchant processing portfolios and businesses for 1994 through 


'* “Merchant Processing,” booklet (December 2001), Comptroller’s Handbook, p. 1. 
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early 2003 identified numerous transaetions. The bank also indieates that portfolios where the 
merchant processing is done under the original ha nk ’s name have a higher value. 

While the number of transactions suggests that merchant processing assets can be sold separately 
from a bank, the OCC notes that many portfolios are sold on a “flow” basis; i.e., the seller agrees 
to generate and sell new accounts to the buyer. The OCC believes that these continuing relation¬ 
ships with the seller suggest that the “separability” provision of the three-part test may not be 
fully met. 

Valuation —Can the market value of MPIs be established through an identifiable stream of cash 
flows and is there a high degree of certainty that MPIs will hold this market value independently 
of a bank? The ha nk argues that the valuation issues for PCCRs and MPIs are similar and pre¬ 
dictable and, in both cases, are based on credit card activity. As evidence of stable valuation, the 
bank notes that estimated earnings per share for publicly traded merchant processors closely track 
actual earnings per share and that the earnings behavior of “pure play” credit card companies is 
actually less predictable and more volatile. As further support for stable valuation, the ha nk ob¬ 
serves that current prices for merchant processing assets range from 2.5-3.5 times net revenue. 

Pricing of merchant processing is a fairly standard process based on projected net cash flows, but 
the OCC’s analysis indicates that pricing can vary widely as a multiple of net revenue. Prices vary 
depending on the types and number of merchants in a portfolio, charge back and loss rates, and 
attrition rates. Growing portfolios also command a higher price than static portfolios. The OCC 
is also concerned about the variability of the key underlying assumptions on which the valuation 
of MPIs is based. There appear to be significant annual revisions in attrition and revenue assump¬ 
tions. 

Marketability/Liquidity —Does a liquid market exist for MPIs? In 2000, the market for merchant 
processing portfolios was comprised of four to eight buyers of large portfolios and businesses 
and about 20 buyers of smaller portfolios. On average, there were four to six large transactions 
of over $500 million in annual volume per year and at least 12 smaller deals a year. Based on the 
information the bank has provided, the market today for MPIs appears to be more active than in 
2000. The number of buyers of merchant processing businesses and portfolios increased in 2001 
and again in 2002. 

While the market is more active, the OCC believes that the saleability of merchant processing 
portfolios and businesses varies widely depending on the degree of concentration of national mer¬ 
chants or types of merchants, the existence of proprietary processing systems, and other unique 
characteristics. Based on these considerations, the OCC believes the market for MPIs does not 
meet the liquidity requirement of the three-part test. 
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Conclusion 

For the reasons cited above, the OCC has determined that the list of qualifying intangible assets 
should not be expanded. Consequently, MPIs should not be considered as qualifying intangibles 
in the calculation of tier 1 capital. This conclusion is based in part on the failure of MPIs to meet 
the three-part test for separability, valuation, and marketability. We have consulted with staffs of 
the other U.S. banking agencies and they are in agreement with this policy. 

If you have questions or need additional information, please contact Nancy Hunt at (202) 874- 
5070. 

Sincerely, 

Tommy Snow 

Director, Capital Policy 
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991-March 11, 2004 

12 use 1972 

[Summary: Letter concludes that for this particular situation involving a solicitation letter offer¬ 
ing homeowners insurance products to loan customers of a national bank subsidiary, the OCC s 
review does not indicate a prohibited tying arrangement.] 

Re: [“ABC Mortgage Co. "] 

Dear [ ]: 

I am providing this written response to follow-up on the telephone diseussion you and I had 
eoneerning your inquiry on tying by a national ha nk subsidiary. Your letter was addressed to 
Mr. Craig D. Stone, Deputy Ombudsman, Offiee of the Comptroller of the Curreney (OCC) and 
submitted pursuant to the July 2001 regulatory eooperation agreement between our two offiees. 
You enelosed eorrespondenee your offiee reeeived from the [ ], whieh had attaehed to it a eopy 

of a letter from [“ABC Insurance Co. addressed to Ms. [ ], and noting [ABC Mortgage Co.] 

as the lender (“insuranee letter”) (eopy attaehed [attachment omitted]). As we diseussed, [ABC 
Mortgage Co.] is a subsidiary of a national bank and subjeet to the OCC’s jurisdietion. 

The insuranee letter indieates [ABC] eustomers are eligible for a unique homeowners insuranee 
program offered through [ABC Insurance Co.] In partieular, the letter states a eustomer may be 
eligible for: “up to 10% diseount for a new loan.” The letter further provides “[y]ou are under no 
obligation to eall and the insuranee eompany you seleet will have no effeet on your eredit with 
[ABC]. ” You asked whether a lender subjeet to the OCC’s jurisdietion, sueh as [ABC Mortgage 
Co.], eould vary a loan interest rate eonditioned upon a borrower purehasing insuranee on eol- 
lateral through an insuranee ageney affiliated with the lender. More generally, you raised several 
questions related to applieation of the federal tying statute. 

The federal tying statute, Seetion 106 of the Bank Holding Company Aet Amendments of 1970, 
eodified at 12 USC 1972, provides in part: 

A bank shall not in any manner extend eredit, lease or sell property of any kind, or furnish 
any serviee, or fix or vary the eonsideration for any of the foregoing, on the eondition or 
requirement— 

(A) that the eustomer shall obtain some additional eredit, property, or serviee from 
sueh bank other than a loan, diseount, deposit, or trust serviee; 
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Section 106 generally prohibits a bank or its subsidiary from tying a product or service to another 
product or service offered by the bank, with certain exceptions. A bank engages in a tie by condi¬ 
tioning the availability of, or offering a discount on, one product or service (the “tying product”) 
on the condition that a customer purchase another product or service offered by the bank or an 
affiliate (the “tied product”). Some tying arrangements are permissible under statutory and regula¬ 
tory exceptions. Congress enacted the anti-tying provisions to keep ha nks from using ha nk credit 
and other services as a means to coerce customers and reduce competition. The Board of Gover¬ 
nors of the Federal Reserve System (“Board”) has interpretive authority over section 106 and may 
permit exceptions to the anti-tying prohibitions.' 

The federal tying statute applies to tying arrangements imposed by a ha nk and its subsidiaries, 
but generally not to tying arrangements imposed by a nonha nk affiliate of a bank.^ With respect 
to insurance products, the plain language of section 106 would prohibit a bank from requiring a 
person to purchase insurance from the ha nk ’s insurance affiliate in order to obtain a reduced inter¬ 
est rate on a loan from the bank.^ In that example, it is the bank that is varying the price of a bank 
product (the loan) based on a requirement that the customer obtain another product (insurance) 
from an affiliate. However, section 106 would not apply to the insurance agency affiliate offering 
discounts on insurance premiums to customers who also have a loan from the ha nk because, in 
that case, it is the affiliate (and not the bank) that has imposed the condition governing the sale of 
its products. 

As we discussed, the information here indicates the insurance letter is an offer of homeowners in¬ 
surance products by an insurance affiliate of a national bank subsidiary. The lender-national ha nk 
subsidiary is not offering any products. A call to the toll-free number listed in the letter co nn ects 
the customer to the “Hazard Insurance Processing Center.” We have verified that the reference in 
the letter “10% discount for a new loan” refers to a 10-percent discount on homeowners insur¬ 
ance premiums and not on a loan. In addition, the products offered in the insurance letter are not 
stated as a “condition or requirement” of the customer’s [ABC] mortgage loan. In fact, the letter 
specifically disclaims in several places any effect on the customer’s credit related to the purchase 
or nonpurchase of the insurance products. 


1 See 12 CFR 225.7 (exceptions to tying restrictions). For general discussion and background, see, for example, OCC 
White Paper, “Today’s Credit Markets, Relationship Banking, and Tying” (September 2003); U.S. General Accounting 
Office, Report #GAO 04-4, “Bank Tying” (October 2003) (copies available on OCC and GAO Web sites). 

2 See, e.g., 62 Federal Register 9290, 9312-16 (amendments to the Board’s tying regulation removing earlier Board- 
imposed tying restrictions on bank holding companies and their nonbank subsidiaries); OCC Comptroller’s Handbook 
booklet, “Insurance Activities” 17 (June 2002). 

3 12 use 1972. See also 62 Federal Register at 9314 (section 106 continues to prohibit banks from using their power 
over credit to induce customers to purchase insurance products); Letter from J. Virgil Mattingly, General Counsel, 
Board, to Carl V. Howard, Esq., General Counsel, Citigroup, Inc. (May 16, 2001) (insurance is a non-traditional prod¬ 
uct). 
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Accordingly, for this particular situation, based on the insurance letter, the OCC’s review, the 
language of the statute, and Board precedent, the situation under review is not a prohibited tying 
arrangement. If you have any questions regarding this letter, please contact me at (202) 874- 
5210. Again, thank you for submitting this inquiry pursuant to our regulatory information-sharing 
agreement process. 

Sincerely, 

Suzette H. Greco 
Special Counsel 

Securities and Corporate Practices Division 
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992-May 10, 2004 

12 use 24(7) 

[Summary: National bank permissibly acquired warrants of borrower in addition to, or in lieu of, 
interest on loan to borrower (12 CFR 7.1006). Bank wishes to dispose of warrants, but repre¬ 
sents that there is no market in which it may sell the warrants. Under the specific circumstances 
and conditions represented by the bank, the letter authorizes the bank to exercise the warrants in 
order to immediately sell the resulting stock.] 

Re: Disposal of Stock Warrants Acquired Pursuant to 12 CFR 7.1006 

Dear [ ]: 

This letter is in response to your request on behalf of [bank], [city], [state] (“bank”), for confir¬ 
mation that a national ha nk that has taken a borrower’s stock warrants in addition to or in lieu of 
interest on a loan to the borrower may dispose of the warrants in the manner described below. 
Based on the particular circumstances presented, the representations made in your letter, and for 
the reasons discussed below, we believe that the bank may dispose of the warrants as described 
below. 

Background 

The ha nk made a commercial loan to a borrower and received from the borrower warrants to 
acquire shares of the borrower’s common stock. The ha nk received the warrants pursuant to its 
authority in 12 CFR 7.1006 to take such warrants in addition to or in lieu of interest on the loan to 
the borrower. The bank now wishes to dispose of the warrants. Flowever, in evaluating its ability 
to sell the warrants, the ha nk has determined that no readily identifiable market exists for the war¬ 
rants.’ With no market in which to sell the warrants, the ha nk would be unable both to accurately 
determine a fair market price for the warrants and to sell the warrants for such price. 

The ha nk now proposes to exercise the warrants and convert them into shares of the borrower’s 
co mm on stock, which the ha nk immediately would sell. The bank would exercise the warrants 
only after entering into an agreement to sell the resulting shares of the borrower’s common stock. 
To accomplish the sale of the warrants immediately after their exercise, the ha nk would place a 
sell order of the borrower’s co mm on stock with a registered broker-dealer on a particular date 
(the “trade date”), but would not deliver the shares of common stock until the third business day 
following the trade date (“settlement date”).^ The ha nk would exercise the warrants and convert 


' The common stock underlying the warrants is publicly traded on the NASDAQ Stock Market. 

^ The bank represents that delivery of the securities three business days after placing the sale order is consistent with 
industry standards. See Rule 15c6-l promulgated under the Securities Exchange Act of 1934. 
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them into shares of common stock effective on the settlement date and immediately deliver the 
shares it receives to the selling broker for settlement of the trade made on the trade date.^ The 
bank would hold the shares only for the instant in which it takes the borrower’s transfer agent to 
transfer the shares of common stock from the name of the ha nk to the name of the selling broker. 
For that instant, the ha nk would own less than 1 percent of the borrower’s common stock. 

By holding the shares only for the instant required for the borrower’s transfer agent to transfer the 
shares of common stock from the name of the bank to the name of the selling broker, and because 
it would be holding the shares solely for the purpose of effecting that transfer, the bank would, 
as a practical matter, never have the ability to vote the shares of common stock. Generally, the 
“record date” for voting shares is as of the end of business on a particular date. Because the ha nk 
would not be the record owner of the shares at the end of any business day, the ha nk would at no 
time have the ability to vote the shares. 

Discussion 

The OCC has long recognized the authority of national banks to share in the profit, income, or 
earnings of a borrower as a full or partial substitute for interest on a loan to the borrower."* The 
ability to share in a borrower’s profit, income, or earnings permits the lending bank a greater 
degree of flexibility in its lending activities, allowing the ha nk to offer more competitive financ¬ 
ing arrangements. Consistent with this authority, the OCC has found that the means by which a 
lending ha nk may share in the borrower’s profit, income, or earnings can take different forms. 
One permissible means of such sharing, long-recognized in precedent^ and codified in 12 CFR 
7.1006,'’ is a ha nk ’s acceptance of stock warrants issued by the borrower, provided that the bank 
does not exercise the warrants. The OCC has prohibited banks from exercising such warrants 
- and thereby converting them into shares of the borrower’s stock-on the theory that doing so 
would be tantamount to a purchase of stock for its own account.^ 


^ The bank represents that it would avail itself of the tacking provisions of Rule 144(d) promulgated under the Securi¬ 
ties Act of 1933, as amended, in order to pennit its immediate sale of the common stock it receives upon exercise of 
the wanants. See Rule 144(a)(3)(ii) promulgated under the Securities Act of 1933, as amended; Precision Optics Coip. 
S.E.C. No-Action Letter, reprinted at [1993 Transfer Binder] Fed. Sec. L. Rep. (CCH) K 76,627 (January 14, 1993), 
1993 WL 12387. 

12 CFR 7.1006 (2004); OCC Interpretive Letter No. 517, reprinted in [1990-1991 Transfer Binder] Fed. Banking L. 
Rep. (CCH) ^ 83,228 (August 16, 1990); Letter from Thomas G. DeShazo, Deputy Comptroller of the Currency (Au¬ 
gust 26, 1969) (unpublished) (profits). 

^ OCC Interpretive Letter No. 517, supra; Letter from Patrick Parise, Regional Counsel (October 16, 1970) (unpub¬ 
lished) (warrants); Letter from Robert Bloom, Chief Counsel (May 26, 1969) (unpublished) (warrants). 

^ Recognizing that the authority to accept warrants was well established, the OCC added the authority to 12 CFR 
7.1006 in 1996. 61 Federal Register 4849 (February 9, 1996). 

’ OCC Interpretive Letter No. 517, supra; Letter from Richard V. Fitzgerald, Assistant Director, LASD (January 13, 
1976) (unpublished). 
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Section 24(Seventh) includes language added by section 16 of the Glass-Steagall Act (section 
16) that is sometimes referred to as a prohibition on any stock ownership. Its purpose, however, 
was to prevent national ha nks from engaging in speculative activity through stock investment.* 
The OCC repeatedly has found that national ha nks may purchase shares of stock without violat¬ 
ing Section 16 when the acquisition is not for speculative or investment purposes and the stock 
ownership is intended to facilitate a ha nk ’s participation in an otherwise permissible activity, or to 
enable the ha nk to receive needed services.^ 

Here, at no time does the bank have an investment motive. The bank did not use any of its assets 
to acquire the warrants; instead, the ha nk received the warrants in addition to, or in lieu of, inter¬ 
est on a loan. The only ha nk asset used in the initial lending transaction was the loan principal, 
which the borrower remains obligated to repay. When the ha nk exercises the warrants and con¬ 
verts them to shares of the borrower’s stock, the ha nk would not use any of its assets to acquire 
the stock. The bank represents that it would only exercise the warrants and acquire the shares 
of the borrower’s stock with an agreement in place to sell the shares immediately. This series 
of transactions—purchase and immediate sale—can hardly be viewed as investment-driven. 
Moreover, in this instance, the authority to exercise the warrants and purchase the shares of the 
borrower’s stock would facilitate the bank’s participation in permissible activities-making a loan 
to a borrower and sharing in the profit, income, or earnings of the borrower as a full or partial 
substitute for interest on such a loan. 

Therefore, for the reasons and subject to the conditions and restrictions stated above, we find that 
the bank, having acquired the warrants in conformance with 12 CFR 7.1006, permissibly may 
exercise the warrants and immediately sell the resulting shares of the borrower’s common stock 
under the circumstances and in the manner described herein. If you have any questions, please 
contact Steven Key, Senior Attorney, at (202) 874-5300. 

Sincerely, 

Julie L. Williams 

First Senior Deputy Comptroller and Chief Counsel 


* See Investment Company Institute v. Camp, 401 U.S. 616, 630 (1976). 

^ For example, the OCC has permitted national banks to acquire and hold, for a moment in time, the stock of another 
depository institution to facilitate a permissible corporate restructuring. E.g., Corporate Decision No. 97-13 (February 
24, 1997); Letter from Charles F. Byrd, Assistant Director, LASD (October 1, 1987) (unpublished). The OCC has also 
permitted national banks to acquire and hold stock in organizations that facilitate access to secondary markets. E.g., 
OCC Interpretive Letter No. 427, reprinted in [1988-1989 Transfer Binder] Fed. Banking L. Rep. (CCH) ^ 85,651 (May 
9, 1988) (stock in Federal Agricultural Mortgage Corporation). 

Indeed, the proposed transaction is analogous to riskless principal brokerage transactions. In such a transaction the 
bank, after receiving an order to buy (or sell) a security from a customer, purchases (or sells) the security for its own 
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account to offset an immediate, contemporaneous sale to (or purchase from) the customer. The transaction is con¬ 
sidered “riskless” because it is not entered into unless there is already an order from a customer that will generate an 
immediate, offsetting transaction. The OCC has found that these transactions are permissible under the express terms 
of Section 16 and present none of the hazards of speculation that the Glass-Steagall Act was intended to prevent. See 
OCC Interpretive Letter No. 371, reprinted in [1985-1987 Transfer Binder] Fed. Banking L. Rep. (CCH) ^ 85,541 (June 
13, 1986); see also OCC Interpretive Letter No. 626, reprinted in [1993-1994 Transfer Binder] Fed. Banking L. Rep. 
(CCH) 1149,101 (July 7, 1993). 
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993-May 16,1997 

12 CFR 24 

[Summary: Letter states that the activities, including data and payments processing, of the clear¬ 
ing house at that time were part of or incidental to the business of banking, and thus, that it was 
permissible for national banks to own interests in the clearing house.] 

Dear [ ]: 

You have submitted a letter on behalf of the [ ] (the “clearing house”) in connection with the 

proposed reorganization of the clearing house into a holding company with subsidiaries. Your 
letter seeks confirmation that national ha nks may lawfully acquire and hold minority interests 
both in the new holding company and in certain of its subsidiaries. The new holding company 
will itself conduct the current trade association activities of the clearing house. Subsidiaries of the 
holding company will conduct the current payment system activities of the clearing house, includ¬ 
ing: (1) the Clearing House Interbank Payments System (“CHIPS”), (2) the [ ] clearing house 

(“[ ] CH”), (3) the Clearing House Electronic Check Clearing System (“CHECCS”), and (4) 

paper check exchange and settlement. For the reasons discussed below, I conclude that the activi¬ 
ties of the clearing house are part of or incidental to the business of banking and that the acquisi¬ 
tion and ownership of interests in both the holding company and its subsidiaries are permissible 
for national banks. 

A. Background 

1. The Clearing House 

The clearing house is a not-for-profit, unincorporated association of [ ] commercial banks. Its 

members are [Bank 1], [Bank 2], [Bank 3], [Bank 4], [Bank 5], [Bank 6], [Bank 7], [Bank 8], 
[Bank 9] and [Bank 10]. The clearing house operates a variety of payments-related services, in¬ 
cluding CHIPS, [ ] CH, and CHECCS, offered only to its member ha nks and to other financial 

institutions. 

2. The Proposed Structure and Activities 

The proposed structure consists of a holding company (the “holding company”) and several 
subsidiaries. The holding company will be the successor to the clearing house and will also be a 
not-for-profit organization. The holding company and its subsidiaries (collectively, the “clearing 
house EECs”) will each be organized as a Delaware limited liability company (“EEC”). 

The holding company will have at least two subsidiaries that will conduct the payments-related 
activities currently conducted through the clearing house. One such subsidiary (“[XXX]”) will 
operate CHIPS. One or more other subsidiaries (collectively, the “SVPCos”) will operate the 
small-value payment systems currently operated by the clearing house ([ ] CH, CHECCS, 
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and paper check clearing).^ The holding company also will have a subsidiary (“ServiceCo”) that 
will own and operate the computer facilities and related licenses used by the holding company’s 
subsidiaries in the conduct of their activities. 

It is currently anticipated that each of ServiceCo, [XXX], and the SVPCos will be organized as 
for-profit organizations, although the practicality of establishing one or more as a not-for-profit 
organization is still being considered. In either case, it is expected that revenues from fees will be 
priced on a basis that will approximate expenses. 

The specific activities of these various entities are described below: 

a. Payments-Related Activities 

As noted, [XXX] and other SVPCos will collectively conduct the current payments-related activi¬ 
ties of the clearing house and provide a variety of payments-related services to members and 
other financial institutions. 

CHIPS: [XXX] will operate CHIPS. CHIPS is a large-dollar electronic funds transfer system in 
the United States that is the primary wholesale electronic payment system supporting the interna¬ 
tional transfer of U.S. dollars between domestic and foreign banks. CHIPS links over 100 large 
banking institutions and currently transfers and settles approximately $1.3 trillion in payments on 
an average day. CHIPS provides clearing-house functions for these payments among members. 
Through CHIPS, participating institutions (generally, national and state banks, private banks 
licensed under [state] banking law, branches and agencies of foreign banks, and qualified Edge 
Act subsidiaries) can send inter se electronic messages on payment instructions and additional 
transaction data related to payment instructions. CHIPS also provides processing of those pay¬ 
ments and arranges for settlement between its members on a multilateral net basis at the end of 
each business day.^ 

The other SVPCo will operate the small-value retail payment systems currently conducted by the 
clearing house: [ ] CH, CHECCS, and paper check clearing services. 


‘ There may be a period while the restructuring is being completed, however, during which the holding company will 
conduct certain of the activities currently conducted by the clearing house (other than CHIPS). The clearing house 
anticipates that the holding company initially will establish one SVPCo subsidiary that will operate all of the current 
small value payment systems of the clearing house. Over time, however, the holding company may divide these activi¬ 
ties among additional SVPCo subsidiaries and may establish new SVPCo subsidiaries to operate additional small value 
payment systems. 

2 The proposed reorganization will not affect the operational methodology of CHIPS or the current measures that have 
been implemented to control and reduce operational, fraud, credit and systemic risk. In order to reduce credit and sys¬ 
temic risk, CHIPS currently employs admission standards, same-day settlement, bilateral credit limits, net debit caps, 
loss sharing rules (additional settlement obligations), and collateral requirements. CHIPS will continue to meet all of 
the standards set forth in the Policy Statement on Privately Operated Large-Dollar Multilateral Netting Systems issued 
by the Board of Governors of the Federal Reserve System, 59 Federal Register 67,534 (December 29, 1994). 
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[ ] CH: Automated clearing houses (ACH), like the [ ] CH, are electronic funds trans¬ 

fer systems designed predominantly to handle repetitive small-dollar payments. Essentially, an 
ACH operates as an electronic alternative to the traditional paper-based check collection system. 
Usually, the ACH receives from member originating institutions batch payment instructions for 
the crediting and debiting of deposit accounts. These instructions are called entries. The ACH 
processes the entries by editing, balancing, and sorting the payment data in the entries and then 
transmits the entries directly or indirectly (though other ACHs) to the appropriate receiving insti¬ 
tution for further action. The ACH also arranges settlement between the originating and receiving 
institutions through credits and debits of accounts maintained by those institutions with Federal 
Reserve banks. 

[ ] CH, which operates essentially as described above, is a part of a national network of auto¬ 

mated clearing houses linked by the Federal Reserve System and has also formed a network with 
the two other private ACH operators to process ACH items directly. The [ ] CH currently has 

more than 800 participants. 

CHECCS: CHECCS is a payments processing system that enhances the efficiency of paper check 
processing by using electronic check presentment. In CHECCS, a banking organization present¬ 
ing a check encodes the information on the check’s magnetic ink character recognition line and 
transmits it to an electronic switch operated by CHECCS. These data are sorted and stored in the 
CHECCS system until retrieved by the paying hank. The use of CHECCS permits a bank to iden¬ 
tify potential return items before the delivery of physical checks and therefore reduces the bank’s 
exposure to such items. Other components of CHECCS include data processing and transmit¬ 
tal systems that permit (1) immediate identification of certain return items by comparing stored 
information with master files of closed account and stop-payment information, and (2) permits 
paying ha nk s electronically to transmit return item notices. 

Paper-Based Systems: The SVPCo will also provide conventional paper check clearing services 
through which members of the holding company will exchange checks, coupons, and other 
certificates of value among themselves on the premises of the SVPCo. The SVPCo will record 
the transactions and calculate net settlement amounts and arrange to have the resulting amounts 
settled through the Federal Reserve Ra nk of [state]. 

b. Facilitating Activities and Supporting Services 

Holding Company: When the reorganization is completed, it is anticipated that the holding com¬ 
pany itself will not conduct any payment systems activities. Instead, the activities of the hold¬ 
ing company will consist of holding interests in its subsidiaries and providing “trade association 
services.” Trade association services will consist primarily of submitting co mm ents in respect of 
regulatory and legislative proposals, filing briefs as amicus curiae in judicial actions and submit¬ 
ting requests for regulatory interpretations, in each case where the proposal, action, or matter 
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affects the banking industry. The holding company is also expected to own the real property cur¬ 
rently owned on behalf of the clearing house (although such property may also be held through 
ServiceCo). 

ServiceCo: ServiceCo will engage solely in the provision of services to the holding company’s 
subsidiaries. Such services will consist primarily of data processing and data transmission ser¬ 
vices, databases, and facilities. Specifically, ServiceCo will own and operate the computer facili¬ 
ties and related licenses used by the holding company’s subsidiaries in their activities. ServiceCo 
will provide data processing services and access to its facilities to each of the holding company’s 
subsidiaries. 

3. Ownership 

Each of the 10 current members of the clearing house will become a member of, and acquire an 
equal limited liability company interest in, the holding company. The affairs and activities of each 
clearing house EEC are governed by a limited liability company agreement (“EEC agreement”). 

[XXX] will be owned in part by the holding company and in part by the participants in CEIIPS. 
[XXX] will have two classes of members. Class A members and Class B members. Each banking 
organization that is a participant in CEIIPS (or becomes a participant after the date of the reor¬ 
ganization) will become a Class A member, and Class A membership will be limited to CHIPS 
participants. The holding company will be the only Class B member. 

Ninety-nine percent of the co mm on limited liability company interests in [XXX] will be held by 
the Class A members and will be allocated per capita among them. The holding company (as the 
Class B member) will have only a 1 -percent co mm on limited liability company interest, but it 
will elect a majority of the [XXX] board. 

ServiceCo and (initially) the SVPCos will be wholly owned by the holding company. The owner¬ 
ship structure of the SVPCos, however, is expected to change over time. It is anticipated that one 
or more of the SVPCos will in the future become partly owned by the participants in the payment 
systems operated by it. In that case, the ownership structure of the SVPCo would be modeled 
after that of [XXX]. 

4. Governance 

Each of the clearing house EECs will be managed by a board of directors (except ServiceCo). 
With respect to the holding company, each member of the holding company will be entitled to 
appoint one director, and each director will have one vote on all matters coming before the board. 
Each member of the holding company will have one vote on all matters presented to the mem¬ 
bers, as such. 


QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 231 


INTERPRETATIONS—APRIL 1 TO JUNE 30, 2004 


[XXX] will be managed by a 10-member board of directors. The holding company (as the Class 
B member) will be entitled to elect six of the directors, and the Class A members will be entitled 
to elect the remaining four directors. Every director must be an executive officer of a Class A 
member of [XXX] and no two directors may be officers of the same Class A member (or of affili¬ 
ated Class A members). Each director will be entitled to one vote on all matters coming before the 
board. 

The Class A members and the Class B member of [XXX] will vote as separate classes on all mat¬ 
ters presented to the members, and all actions by the members will require the affirmative vote of 
both the Class A members and the Class B member. Although each Class A member will have an 
equal common limited liability company interest in [XXX], each Class A member’s vote will be 
weighted based on the member’s usage of CHIPS over a specified period. 

As the sole member, the holding company will initially be entitled to appoint all directors of any 
SVPCo. If any SVPCo becomes partially owned by participants, the participants will become 
entitled to elect a minority of its directors in a voting arrangement expected to be similar to that of 
[XXX]. ServiceCo will be managed directly by the holding company, as sole member, and will not 
have a board of directors. 

5 . Other Material Terms of the LLC Agreements 

The EEC agreement of each clearing house EEC provides that the EEC shall not directly or indi¬ 
rectly carry on any activity that would prohibit a national ba nk or a member bank of the Federal 
Reserve System from being a member of the EEC.^ In addition, the EEC agreements provide that 
a member may withdraw for any reason and without the consent of any other member (subject, in 
the case of [XXX] and any SVPCo, to 30 days written notice). 

Membership in the clearing house EECs will be limited to banking organizations. In the case 
of the holding company, the EEC agreement limits membership to commercial banks and trust 
companies. In the case of [XXX], the EEC agreement limits membership to the holding company 
and to banking organizations that are participants in CHIPS (or in another electronic funds trans¬ 
fer system that may from time to time be operated by [XXX]). Membership in a SVPCo will be 
limited to the holding company and institutions that are participants in the payment system(s) op¬ 
erated by the SVPCo. Under their respective EEC agreements, membership in the clearing house 
EECs (except ServiceCo) will be subject to restrictions on transferability. With certain exceptions, 
a member may not transfer any part of its interest without the consent of the board of directors. 


^ We interpret this language to mean that the LLCs will engage only in activities that are part of or are incidental to 
the business of banking. If this interpretation is incorrect, the language in the LLC agreements should be changed to 
conform to this interpretation. 
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None of the LLC agreements of the elearing house LLCs will require any member to make any 
eapital contribution other than upon admission. From time to time, however, a clearing house 
LLC may request additional contributions from members (including for expenses). In the case of 
the holding company, the failure of a member to make a requested contribution may be grounds 
for expulsion. 

B. Discussion 

Your letter raises the issue of the authority of a national bank to make a noncontrolling invest¬ 
ment in a limited liability company. In a variety of circumstances, the OCC has permitted national 
banks to own, either directly, or indirectly through an operating subsidiary, a minority interest in 
an enterprise. The OCC has said that national ha nks are legally permitted to make a minority in¬ 
vestment in an LLC provided four criteria or standards are met. See OCC Interpretive Letter No. 
732, reprinted in, [1995-1996 Transfer Binder] Fed. Banking L. Rep. (CCH) | 81-049 (May 10, 
1996); Interpretive Letter No. 692, reprinted in [Current Transfer Binder] Fed. Banking L. Rep. 
(CCH) I 81,007 (November 1, 1995), and OCC Interpretive Letter No. 694, reprinted in [Current 
Transfer Binder] Fed. Banking L. Rep. (CCH) | 81,009 (December 13, 1995).“* These standards, 
which have been distilled from our previous decisions on permissible minority investments for 
national ha nks and their subsidiaries, are: 

1. The activities of the enterprise in which the investment is made must be limited to activities 
that are part of or incidental to the business of banking. 

2. The ha nk must be able to prevent the enterprise from engaging in activities that do not meet 
the foregoing standard, or be able to withdraw its investment. 

3. The bank’s loss exposure must be limited, as a legal and accounting matter, and the ha nk 
must not have open-ended liability for the obligations of the enterprise. 

4. The investment must be convenient or useful to the bank in carrying out its business and not a 
mere passive investment unrelated to that ha nk ’s banking business. 

I conclude, as discussed below, that the proposed investments by national banks in the clearing 
house LLCs satisfy these four criteria. 

1. The activities of the enterprise in which the investment is made must be iimited 
to activities that are part of or incidentai to the business of banking 

The National Bank Act, in relevant part, provides that national ha nks shall have the power: 


See also 12 CFR 5.36(b). National banks are peraiitted to make various types of equity investments pursuant to 12 
CFR 24(Seventh) and other statutes. 
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[t]o exercise ... all such incidental powers as shall be necessary to carry on the business of 
banking; by discounting and negotiating promissory notes, drafts, bills of exchange, and 
other evidences of debt; by receiving deposits; by buying and selling exchange, coin, and 
bullion; by loaning money on personal security; and by obtaining, issuing, and circulating 
notes. . . 

12 use 24(Seventh). 

The Supreme Court has held that the powers clause of 12 USC 24(Seventh) is a broad grant of 
power to engage in the business of banking, including but not limited to the enumerated pow¬ 
ers and the business of banking as a whole. See NationsBank of North Carolina N.A. v. Variable 
Life Annuity Co., 115 S. Ct. 810 (1995) (“VALIC”). Judicial cases reflect three general principles 
used to determine whether an activity is within the scope of the “business of banking”: (1) is the 
activity functionally equivalent to or a logical outgrowth of a recognized banking activity; (2) 
would the activity respond to customer needs or otherwise benefit the bank or its customers; and 
(3) does the activity involve risks similar in nature to those already assumed by banks. See, e.g.. 
Merchants ’Bank v. State Bank, 77 U.S. 604, 648 (1871) (certification of checks has grown out 
of the business needs of the country and involves no greater risk than a ha nk giving a certificate 
of deposit); M&MLeasing Corp. v. Seattle First Nat’I Bank, 563 F.2d 1377, 1382-83 (9th Cir. 
1977), cert, denied, 436 U.S. 987 (1978) (personal property lease financing is “functionally inter¬ 
changeable” with the express power to loan money on personal property); American Ins. Assoc, v. 
Clarke, 865 F.2d 278, 282 (D.C. Cir. 1988) (standby credits to insure municipal bonds is “func¬ 
tionally equivalent” to the issuance of a standby letter of credit). Further, as established by the 
Supreme Court in VALIC, national ha nks are authorized to engage in an activity if it is incidental 
to the performance of the five enumerated powers in section 24(Seventh) or if it is incidental to 
the performance of an activity that is part of the business of banking. 

a. Payments-Related Activities 

Modern electronic clearing-house activities, such as those of the proposed LLCs, involve three 
distinct services: electronic payments message transmission, electronic payments processing, and 
payments settlement among members. All three services relate to different aspects of the pay¬ 
ments systems that, as OCC recently noted, are central to banking.^ Each of these three services is 
clearly within the business of banking and is, thus, permissible for national banks. 

Transmission of Electronic Messages Related to Payments: It is well established that a national 
bank may use electronic means to perform services expressly or incidentally authorized to nation- 


^ “Banks are the most important institutional participants in the nation’s payment system. They deal with cash, issue, 
process, clear and settle checks and similar monetary instruments, administer credit card and debit card programs for 
consumers and merchants, and transfer funds electronically in a variety of situations and circumstances.” OCC Condi¬ 
tional Approval Letter No. 220, 1996 OCC Ltr. LEXIS 140 (December 2, 1996) (the “Mondex Letter”). 
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al banksT The OCC Interpretive Ruling setting forth this authority was recently revised, in recog¬ 
nition of the rapid advancement of technology, to authorize a national ha nk to “perform, provide, 
or deliver through electronic means and facilities any activity, function, product, or service that it 
is otherwise authorized to perform, provide, or deliver.” 61 Federal Register 4849 (1996) codified 
at 12 CFR 7.1019. 

Accordingly, the OCC has found that, as part of the business of banking, national ha nks may pro¬ 
vide for the electronic transmission of banking, financial, or related economic data and thereby 
establish communication or data networks that support banking and financial transactions.’ Thus, 
for example, in OCC Interpretive Letter No. 732, supra, the OCC permitted a national ha nk to as¬ 
sume a minority ownership in a company engaged in the design, development, and marketing of 
a network for electronic funds transfer and electronic commercial data interchange.* * Indeed, the 
OCC recently noted that electronically transmitted payments through clearing houses like CHIPS 
account for a very large portion of the total dollar value of all financial transactions. Mondex Let¬ 
ter, supra, at n. 10. 

Electronic Payments Processing: The information and transaction processing that [XXX] and the 
other clearing house LLCs will provide for participating institutions is permissible. The process¬ 
ing will involve banking, financial, or related economic data and, thus, is part of the business 
of banking. An earlier version of 12 CFR 7.1019 stated that “as part of its banking business and 
incidental thereto, a national bank may collect, transcribe, process, analyze, and store for itself 
and others, banking, financial, or related economic data.” Interpretive Ruling 7.3500, 39 Federal 


See OCC Interpretive Letter No. 677, reprinted in [1994-1995 Transfer Binder] Fed. Banking L. Rep. (CCH) T[ 83,625 
(June 28, 1995); OCC Interpretive Letter No. 284, reprinted in [1983-1984 Transfer Binder] Fed. Banking L. Rep. 
(CCH) 11 85,448 (March 26, 1984); and OCC Interpretive Letter No. 449, reprinted in [1988-1989 Transfer Binder] Fed. 
Banking L. Rep. (CCH) 1 85,673 (August 23, 1988). 

’ See OCC Interpretive Letter No. 653, reprinted in [1994-1995 Transfer Binder] Fed. Banking L. Rep. (CCH) H 83,601 
(December 22, 1994)(national bank may establish a network to act as an informational and payments interface between 
insurance underwriters and their agents); OCC Interpretive Letter No. 516, reprinted in (1990-91 Transfer Binder] Fed. 
Banking L. Rep. (CCH) H 83,220 (July 12, 1990) (national bank may provide electronic communications channels 
for persons participating in securities transactions); OCC Interpretive Letter No. 513, reprinted in [1990-91 Transfer 
Binder] Fed. Banking L. Rep. (CCH) K 83,215 (June 18, 1990) (national bank may provide an electronic network for 
the transmission of visual, voice and data communications for other financial institutions); OCC Interpretive Letter No. 
346, reprinted in [1985-1987] Transfer Binder] Fed. Banking Law. Rep. (CCH) ^ 85,516 (July 31, 1985) (national bank 
may establish an electronic gateway for financial settlement services). 

* The clearing house LLCs will transmit not only payment instructions, but also information related to payments 
instructions. This will be permissible. As part of the business of banking, national banks can transmit data or informa¬ 
tion and electronic documents connected with funds transfer, such as electronic data interchange (EDI) services. See 
OCC Interpretive Letter No. 732, supra (a national bank may offer EDI services that allow businesses to electronically 
send and receive payments, invoices and orders worldwide). See also OCC Interpretive Letter No. 419, reprinted in 
[1988-1989 Transfer Binder] Fed. Banking Law. Rep. (CCH) ^ 85,643 (February 18, 1988) (national bank providing 
specialized electronic payment systems for health care providers and insurance carriers can also transmit as part of that 
payment service treatment information from the health care providers to the insurance carriers that was used by the 
insurance carrier to determine how the amount to be paid should be allocated among potential payers). 
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Register 14195 (April 22, 1974). Although in its 1984 revision of the ruling, the OCC deleted 
this statement beeause it believed that “speeifie examples [of permissible eleetronie aetivities] 
are inappropriate given the impreeision of terms and rapid paee of ehange in the data proeessing 
industry,” 49 Federal Register 11157 (Mareh 26, 1984), the “analytieal framework” embodied in 
the ruling remained the same. Id. There was no intent to narrow or restriet the substantive effeet 
of the rule.^ 

Clearing and Settlement of Payments among Members: The OCC has long held that national 
banks may invest in and hold stoek in elearing house assoeiations in whieh they partieipate. 
Unpublished letter from James J. Saxon dated Oetober 12, 1966; Unpublished letter from William 
B. Camp, dated November 18, 1966; Unpublished letter from Peter Liebesman dated January 26, 
1981. Cf, Unpublished letter from James J. Saxon dated January 28, 1964; Unpublished leher 
from Robert B. Serino dated July 26, 1989; and OCC Interpretive Letter No. 692, supra. Case 
authority also holds that this is a permissible aetivity for national banks. Philler v. Patterson, 168 
Pa. 468, 32 A. 26 (1895); Cranev. The Fourth National Rank, 173 Pa. 556, 34 A. 296 (1896). Cf, 
Andrew v. Farmers & Merchants Savings Bank, 245 N.W. 226, 229 (Iowa 1932). The use of elec¬ 
tronic technology to conduct clearing and sehlement activities does not change this conclusion. 
OCC Interpretive Letter No. 737, supra (the collection, processing, and settlement of payments in 
a stored value system is part of the business of banking). 

b. Facilitating Activities and Supporting Services 

The holding company and ServiceCo will not conduct any payment systems activities, but instead 
will provide general services to facilitate and support the business operations of the other clearing 
house LLCs. These supporting activities are not part of the business of banking per se, but they 
are permissible incidental activities because they facilitate, support and, hence, are “necessary to” 
the operation of the other LLCs as businesses. 

Some permissible incidental activities of national banks are not necessarily incident to specific 
banking services or products, but rather to the operation of the ha nk as a business: they facilitate 
general operation of the ha nk as a business enterprise. These facilitating activities include hiring 


^ OCC Interpretive Letter No. 677, supra. See also OCC Interpretive Letter No. 737, reprinted in, [Current Transfer 
Binder] Fed. Banking Law. Rep. (CCH) ^ 81-101 (August 19, 1996) (to be published) (national bank may provide 
transaction and information processing services to support an electronic stored value system); OCC Interpretive Letter 
No. 653, supra, (national bank may act as an informational and payments interface between insurance underwriters and 
general insurance agents); OCC Letter No. 346, supra, (national banks may maintain records on commodities transac¬ 
tions). 

See also Mondex letter (national banks may invest in an LLC providing clearing and settlement for an open stored 
value system); OCC Interpretive Letter No. 731, reprinted in [Current Transfer Binder] Fed. Banking Law. Rep. (CCH) 
H 81,048 (July 1, 1996) (national banks may enter into a contract with a public authority to operate on behalf of the 
authority an electronic toll collection system); OCC Interpretive Letter No. 732, supra (national banks may provide 
electronic data interchange services that, among other things, provide for payments by EFT); and OCC Interpretive Let¬ 
ter No. 419, supra (national bank may provide a service that facilitates settlement and payment of health claims using 
EFT technology). 


236 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 



INTERPRETATIONS—APRIL 1 TO JUNE 30, 2004 


employees, issuing stoek to raise eapital, owning or renting equipment, borrowing money for op¬ 
erations, purchasing the assets and assuming the liabilities of other financial institutions. While no 
express grants of authority to conduct these activities exist, various federal statutes have implic¬ 
itly recognized and regulated these business activities of national banks. For example, the statutes 
refer to limits on persons who can serve as bank employees." In each case, the statutes have 
assumed the existence of the corporate power to conduct the activity. These powers are incidental 
to the general grant of power to conduct a “business” under 12 USC 24(Seventh) and do not need 
express enumeration.'^ 

The power to operate through optimal corporate structures, such as subsidiary corporations or 
joint ventures is an example of such permissible operational incidental activities. Such stock own¬ 
ership is not among the powers expressly granted to national hank s in 12 USC 24(Seventh) nor 
does it fall within the “business of banking” in the sense that it is a banking activity. Nevertheless, 
statutes refer to the existence of bank subsidiaries, indicating that subsidiaries were contemplated 
as permissible and that the incidental power to hold and operate them is implied.'^ 

In this case, the holding company will hold interests in its subsidiaries. This would be a permis¬ 
sible activity for a national bank; it is an exercise of the business facilitating incidental power to 
reconfigure the structure of what the banks own, i.e., the clearing house, into a more desirable 
structure through which to conduct payments related activities on behalf of the investing banks. 

Another “trade association service” provided by the holding company will be external commu¬ 
nications and relations. The external communications conducted by the holding company will be 
relevant to banking industry issues and, specifically, payment system issues. Also, as part of this 
function, the holding company will become involved in litigation relating to issues of concern to 
the holding company’s owners. These are permissible incidental facilitating activities.'"' 


" See, e.g., 12 USC 78 (persons ineligible to be bank employees). 

12 Memorandum dated November 18, 1996, to Eugene A. Ludwig, Comptroller of the Currency, from Julie L. Wil¬ 
liams, Chief Counsel, “Legal Authority for Revised Operating Subsidiary Regulation,” reprinted at [Current Transfer 
Binder] Fed. Banking Law. Rep. (CCH) ^ 90-464 (“Williams Memo”). 

12 USC 24(Seventh) (limitations on presupposed authority of national bank to own a subsidiary engaged in the safe 
deposit business); 12 USC 371d (limitations on the amount of investment peraiitted in a bank premises corporation 
subsidiary); and 12 USC 371c (“affiliates” includes subsidiaries owned by national banks). See also Williams Memo, 
supra. 

The holding company may also own the real property cuixently owned on behalf of the clearing house that is used 
to house it operations. Under 12 USC 29, national banks are permitted to own real property “as shall be necessary for 
its accommodation in the transaction of its business.” The ServiceCo will own and operate the computer facilities and 
related licenses used by the holding company’s subsidiaries in the conduct of their activities. These activities are clearly 
permissible for national banks. 
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2 . The banks must be able to prevent the LLC from engaging in activities that do 
not meet the foregoing standard, or be able to withdraw their investment 

This is an obvious corollary to the first standard. It is not sufficient that the LLC’s activities are 
permissible at the time the bank initially purchases LLC membership shares; they must also re¬ 
main permissible for as long as the ha nk retains an ownership interest in the LLC. 

The LLC agreements will effectively provide that the LLC will only engage in activities that are 
part of or incidental to the business of banking. In addition, investing ha nk s may withdraw from 
the clearing house LLCs without the consent of the other investors for any reason, including that 
an LLC is engaged in activities that are not permissible for a national bank.'^ 

3 . The banks’ loss exposure must be limited, as a legal and accounting matter, 
and the banks must not have open-ended liability for the obligations of the 
enterprise 

a. Loss Exposure from a Legal Standpoint 

A primary concern of the OCC is that national banks should not be subjected to undue risk. 

Where an investing ha nk will not control the operations of the entity in which the bank holds an 
interest, it is important that a ha nk ’s investment not expose it to unlimited liability. This is the 
case here. As a legal matter, investors in a Delaware LLC will not incur liability beyond their 
investment in the LLC by virtue of being a member or manager of the LLC-even if they actively 
participate in the management or control of the business. Del. Code A nn . Tit. 6, section 18-303(a) 
(1994). Additionally, the LLC agreements will provide that the investing banks will not be liable 
for any debt, obligation, or liability of an LLC by reason of having invested in the LLC. 

b. Loss Exposure from an Accounting Standpoint 

In assessing a bank’s loss exposure as an accounting matter, the OCC has previously noted that 
the appropriate accounting treatment for a bank’s less than 20 percent ownership share or invest¬ 
ment in an LLC is to report it as an unconsolidated entity under the equity method or cost of 
accounting. Under the equity method of accounting, unless the investor has extended a loan to 
the entity, guaranteed any of its liabilities, or has other financial obligations, the investor’s losses 
are generally limited to the amount of the investment shown on the investor’s books.'® Similarly, 


Under the LLC agreements, 30 days written notice will be required to withdraw from [XXX] and the SVPCos. 

See generally, Accounting Principles Board, Op. No. 18 section 19 (1971). Under the equity method, the investor 
records the initial investment at cost, and then adjusts the carrying amount to recognize the investor’s pro rata share 
of subsequent earnings or losses in the LLC. When losses equal or exceed the carrying amount of the investment 
plus advances, the investment is reduced to zero value and no further losses need be recognized, unless the investor 
has guaranteed obligations of the LLC or is otherwise committed to provide further financial support of the LLC. In 
contrast, under the cost method, the investor records the initial investment at cost, and then adjusts the carrying amount 
to recognize dividends actually received. Operating losses are recognized if a series of losses or other factors indicate 
that a decrease in the value of the investment has occurred that is other than temporary However, losses under the cost 
method are generally recognized only to the extent of the adjusted carrying amount of the investment. 
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under the eost method of aeeounting, the investor reeords an investment at eost, dividends, or 
distributions from the entity are the basis for recognition of earnings, and losses recognized by 
the investor are limited to the extent of the investment. In sum, regardless of which accounting 
method is used, the investing ha nks ’ potential loss is limited to the amount of its investment. The 
banks investing in the clearing house LLCs will meet this requirement. 

4 . The investment must be convenient or useful to the bank in carrying out its 
business and not a mere passive investment unrelated to that bank’s banking 
business 

A national bank’s investment in an enterprise or entity that is not an operating subsidiary of the 
bank also must satisfy the requirement that the investment have a beneficial connection to the 
bank’s business, i.e., be convenient or useful to the investing bank’s business activities, and not 
be a mere passive investment unrelated to that ha nk ’s business activities. “Necessary” has been 
judicially construed to mean “convenient or useful.” See Arnold Tours, All F.2d at 432. The 
provision in 12 USC 24(Seventh) relating to the purchase of stock, derived from section 16 of the 
Glass-Steagall Act, was only intended to make it clear that section 16 did not authorize specula¬ 
tive investments in stock. See OCC Interpretive Letter No. 697, reprinted in [Current Transfer 
Binder] Fed. Banking L. Rep. (CCH) | 81-102 (November 15, 1995). Therefore, a consistent 
thread running through our precedents concerning stock ownership is that it must be convenient 
or useful to the bank in conducting that ha nk ’s banking business. The investment must benefit or 
facilitate that business and carmot be a mere passive or speculative investment. 

That requirement is met here. The clearing house LLCs will be providing services to the investing 
banks that will enable the ha nks to offer payments services and carry out their banking business 
more efficiently and effectively. [XXX] will provide the investing banks with wholesale inter¬ 
national electronic payments support. The SVPCo will provide the investing banks with small 
value payment support through [ ] CH, CHECCS, and a paper check clearing system. Thus, 

the LLCs will provide direct suppport for the business operations of the investing banks. More¬ 
over, while the clearing house LLCs may be established as for-profit organizations, it is expected 
that revenues from fees will be priced on a basis that will approximate expenses. Finally, there 
are substantial restrictions on the ability of investing ha nks to sell their interests in the clearing 
house LLCs. These factors establish that the investment in these LLCs will be neither passive nor 
speculative. 

C. Conclusion 

On the basis of the representations specified in your letter and other submitted materials, the OCC 
finds that national ha nks may invest in the LLCs in the ma nn er and as described herein, provided: 

1. the LLCs will engage only in activities that are part of, or incidental to, the business of bank¬ 
ing; 
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2. the ha nks will withdraw from any LLC in the event it engages in an aetivity that is ineonsis- 
tent with eondition number 1; 

3. the ha nk s will aeeount for their investment in the LLCs under the equity or eost method of 
aeeounting; 

4. the LLCs will be subjeet to OCC supervision, regulation, and examination; and 

5. a eopy of this letter will be provided to all national hank s proposing to invest in the LLCs. 

These eonditions are imposed in writing by the OCC in eonneetion with its aetion on the request 
for a legal opinion eonfirming that the proposed investment is permissible under 12 USC 24(Sev- 
enth) and, as sueh, may be enforeed in proeeedings under applieable law. 

Sineerely, 

Julie L. Williams 

First Senior Deputy Comptroller and Chief Counsel 
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Most transactions in this section do not have accompanying decisions. In those cases, the OCC 
reviewed the competitive effects of the proposals by using its standard procedures for determin¬ 
ing whether the transaction has minimal or no adverse competitive effects. The OCC found the 
proposals satisfied its criteria for transactions that clearly had no or minimal adverse competitive 
effects. In addition, the Attorney General either filed no report on the proposed transaction or 
found that the proposal would not have a significantly adverse effect on competition. 

Nonaffiliated mergers (mergers consummated involving two or more nonaffiliated 
operating banks), from April 1 to June 30, 2004 


Title and location (charter number) 

Total assets 

Calitornia 

Pacific Capital Bank, National Association, Santa Barbara (024319) 
and Pacific Crest Bank, Agoura Hills, California 

merged on March 5,2004 under the title of Pacific Capital Bank, National Association, Santa Barbara (024319) 

4,717,386,000 

591,737,000 

5,309,123,000 

Connecticut 

Webster Trust Company, National Association, Waterbury (022784) 

and Phoenix National Trust Company, Hartford, Connecticut (024247) 
merged on March 31,2004 under the title of Webster Trust Company, National Association, Waterbury (022784) 

16,964,025,000 

8,437,000 

16,972,462,000 

Florida 

1st National Bank & Trust, Bradenton (021085) 

and The Trust Company of Florida, Englewood, Florida 
merged on March 15, 2004 under the title of 1st National Bank & Trust, Bradenton (021085) 

266,705,000 

2,000 

268,210,000 

Louisiana 

Parish National Bank, Bogalusa (015642) 

and Premier Community Bank of Florida, Largo, Florida 
merged on June 24,2004 under the title of Parish National Bank, Bogalusa (015642) 

465,129,000 

483,118,000 

Maine 

Banknorth, National Association, Portland (024096) 

and Cape Cod Bank and Trust Company, National Association, Hyannis, Massachusetts (023947) 
merged on April 30, 2004 under the title of Banknorth, National Association, Portland (024096) 

26,234,387,000 

1,352,132,000 

27,917,746,000 

New York 

Community Bank, National Association, Canton (008531) 
and First Heritage Bank, Wilkes-Barre, Pennsylvania 
merged on May 14,2004 under the title of Community Bank, National Association, Canton (008531) 

3,841,506,000 

272,429,000 

4,142,678,000 

North Carolina 

Omni National Bank, Fayetteville (016560) 

and Premier Community Bank, Venice, Florida 
merged on June 24, 2004 under the title of Omni Nationai Bank, Fayetteville (016560) 

20,228,337,000 

125,604,000 

231,871,202,000 

Pennsylvania 

Harleysville National Bank and Trust Company, Harleysville (009541) 
and Millennium Bank, Malvern, Pennsylvania 

merged on April 30, 2004 under the title of Harleysville National Bank and Trust Company, Harleysville (009541) 

2,473,930,000 

200,786,000 

2,704,125,000 

Virginia 

The National Bank of Blacksburg, Blacksburg (012229) 

and Community National Bank, Pulaski, Virginia (022668) 
merged on June 25,2004 under the title of The National Bank of Blacksburg, Blacksburg (012229) 

401,274,000 

67,780,000 

456,157,000 
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NonaffiMated mergers—thrift (mergers consummated involving nonaffiliated national 
banks and savings and loan associations) from April 1 to June 30,2004 


Title and location (charter number) 


Total assets 


Connecticut 

Webster Bank, National Association, Waterbury (024469) 

and Hudson River Bank & Trust Company, Hudson, New York 
merged on April 21,2004 under the title of Webster Bank, National Association, Waterbury (024469) 


14,982,813,000 

1,000 

15,993,813,000 
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MERGERS—APRIL 1 TO JUNE 30, 2004 


Affiliated mergers (mergers consummated involving affiliated operating banks) from 

April 1 to June 30 2004 


Title and location (charter number) 

Total assets 

Calitornia 

Pacific Western National Bank, Santa Monica (017423) 

and Harbor National Bank, Newport Beach, California (017546) 
merged on April 16, 2004 under the title of Pacific Western Nationai Bank, Santa Monica (017423) 

1,278,562,000 

177,858,000 

1,456,420,000 

Connecticut 

Webster Bank, National Association, Waterbury (024469) 

and Webster Trust Company, National Association, Waterbury, Connecticut (022784) 
merged on April 21,2004 under the title of Webster Bank, Nationai Association, Waterbury (024469) 

14,311,497,000 

8,036,000 

14,319,533,000 

Indiana 

First Financial Bank, National Association, Terre Haute (000047) 

and First Citizens State Bank, Newport, Indiana on February 20,2004 
and First Farmers State Bank, Sullivan, Indiana on February 20,2004 
and First Parke State Bank, Rockville, Indiana on May 16, 2004 
and First State Bank, Brazil, Indiana on May 16, 2004 

and First Community Bank, National Association, OIney, Illinois (022865) on May 16, 2004 
and First Crawford State Bank, Robinson, Illinois 
and First National Bank, Marshall, Illinois (014463) on November 28, 2003 
merged on those respective dates under the title of First Financial Bank, National Association, Terre Haute (000047) 

1,366,778,000 

125,957,000 

180,458,000 

115,276,000 

21,436,000 

133,717,000 

100,307,000 

50,661,000 

1,990,062,000 

Iowa 

First National Bank, Greenfield (015799) 

and Union National Bank, Anita, Iowa (020939) 
merged on June 26, 2004 under the title of First National Bank, Greenfield (015799) 

103,400,000 

48,400,000 

151,200,000 

Kentucky 

Somerset National Bank, Somerset (023358) 

and McCreary National Bank, Whitley City, Kentucky (022785) 
merged on April 16, 2004 under the title of Somerset National Bank, Somerset (023358) 

105,237,000 

32,525,000 

138,666,000 

Maine 

Banknorth, National Association, Portland (024096) 

and Foxborough Savings Bank, National Association, Foxborough, Massachusetts (024507) 
merged on April 30, 2004 Banknortb, National Association, Portland (024096) 

26,003,524,000 

248,863,000 

6,340,779,000 

Ocean National Bank, Kennebunk (001254) 
and Granite Bank, Keene, New Hampshire 

merged on May 28, 2004 under the title of Ocean National Bank, Kennebunk (001254) 

83,112,000 

1,634,656,000 

1,051,544,000 

Massachusetts 

Foxborough Savings Bank, National Association, Foxborough (024507) 

and Banknorth Interim National Bank, Worcester, Massachusetts (024504) 
merged on April 30, 2004 under the title of Foxborough Savings Bank, National Association, Foxborough (024507) 

248,863,000 

1,000 

248,863,000 

Montana 

Bank of Lovell, National Association, Loveii (010844) 
and Bank of Bridger, Bridget, Montana 

merged on March 6,2004 under the title of Bank of Bridger, National Association, Bridger (010844) 

82,091,000 

46,260,000 

129,351,000 

New Jersey 

Commerce Bank, National Association, Cherry Hill (017094) 

and Commerce Bank/Shore, National Association, Forked River, New Jersey (021863) 
merged on May 31,2004 under the title of Commerce Bank, National Association, Cherry Hill (017094) 

14,304,670,000 

2,794,586,000 

17,099,256,000 
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MERGERS—APRIL 1 TO JUNE 30, 2004 


Affiliated mergers (mergers consummated involving affiliated operating banks) from 

April 1 to June 30 2004 (continued) 


Title and location (charter number) 


Total assets 


Pennsylvania 

Harleysville National Bank and Trust Company, Harleysville (009541) 1,717,869,000 

and Citizens National Bank, Lansford, Pennsylvania (007051) 474,297 ,000 

and Security National Bank, Pottstown, Pennsylvania (021644) 202,364,000 

merged on March 26, 2004 under the title of Harleysville National Bank and Trust Company, Harleysville (009541) 2,394,800,000 

National Penn Bank, Boyertown (002137) 3,462,801,000 

and The People’s Bank of (Oxford, Oxford, Pennsylvania 451,387,000 

merged on June 11,2004 under the title of National Penn Bank, Boyertown (002137) 4,012,954,000 


South Dakota 

Wells Fargo Bank, National Association, Sioux Falls (001741) 
and Pacific North\A/est Bank, Seattle, Washington 

merged on April 24, 2004 under the title of Wells Fargo Bank, National Association, Sioux Falls (001741) 


344,398,798,000 

2,848,641,000 

347,463,209,000 
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MERGERS—APRIL 1 TO JUNE 30, 2004 


Affiliated mergers—thrift (mergers consummated involving affiliated national banks 
and savings and loan associations), from April 1 to June 30,2004 


Title and location (charter number) Total assets 

Kansas 

Landmark National Bank, Manhattan (023038) 331,840,000 

and First Kansas Federal Savings Bank, Osawatomie, Kansas 152,448,000 

merged on April 1,2004 under the title of Landmark National Bank, Manhattan (023038) 484,288,000 

Louisiana 

Hibernia National Bank, New Orleans (013688) 17,519,207,000 

and Coastal Banc, S.S.B, Houston, Texas 2,639,456,000 

merged on May 13, 2004 under the title of Hibernia National Bank, New Orleans (013688) 20,274,603,000 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Changes in the corporate structure of the national hanking system, hy state, January 1 

to June 30, 2004 


12 use 214 


In operation Organized Converted to Merged with 

January 1, 2004 and open tor Voiuntary non-nationai non-nationai 

business Merged liquidations Payouts institutions institutions 


In operation 
June 30, 
2004 


Alabama 

21 

1 

0 

0 

0 

0 

0 

22 

Alaska 

4 

0 

0 

0 

0 

0 

0 

4 

Arizona 

17 

0 

1 

1 

0 

0 

1 

14 

Arkansas 

44 

0 

0 

1 

0 

0 

0 

43 

California 

88 

2 

4 

1 

0 

0 

3 

80 

Colorado 

49 

0 

1 

0 

0 

0 

0 

48 

Connecticut 

13 

1 

2 

0 

0 

0 

0 

12 

Delaware 

15 

0 

0 

0 

0 

0 

0 

15 

District of Columbia 

5 

1 

0 

0 

0 

0 

0 

6 

Florida 

71 

4 

0 

0 

0 

0 

1 

74 

Georgia 

58 

2 

0 

0 

0 

1 

0 

59 

Hawaii 

1 

0 

0 

0 

0 

0 

0 

1 

Idaho 

2 

0 

0 

0 

0 

0 

0 

2 

Illinois 

169 

1 

2 

1 

0 

0 

1 

166 

Indiana 

32 

6 

1 

0 

0 

0 

0 

37 

Iowa 

52 

0 

2 

0 

0 

1 

0 

49 

Kansas 

too 

0 

0 

0 

0 

2 

1 

97 

Kentucky 

49 

0 

1 

0 

0 

3 

0 

45 

Louisiana 

16 

0 

1 

0 

0 

0 

0 

15 

Maine 

7 

0 

0 

0 

0 

0 

0 

7 

Maryland 

11 

0 

0 

0 

0 

0 

0 

11 

Massachusetts 

23 

1 

2 

0 

0 

0 

2 

20 

Michigan 

28 

0 

1 

0 

0 

0 

0 

27 

Minnesota 

123 

0 

2 

0 

0 

1 

0 

120 

Mississippi 

20 

0 

1 

0 

0 

0 

0 

19 

Missouri 

47 

0 

0 

0 

0 

0 

0 

47 

Montana 

13 

0 

0 

0 

0 

0 

0 

14 

Nebraska 

70 

0 

0 

0 

0 

0 

0 

70 

Nevada 

8 

0 

1 

0 

0 

0 

0 

7 

New Hampshire 

5 

0 

0 

0 

0 

0 

0 

5 

New Jersey 

24 

0 

1 

0 

0 

0 

0 

23 

New Mexico 

15 

0 

1 

0 

0 

0 

0 

14 

New York 

59 

0 

0 

0 

0 

2 

1 

57 

North Carolina 

6 

0 

0 

0 

0 

0 

0 

6 

North Dakota 

14 

0 

1 

0 

0 

0 

0 

13 

Ohio 

90 

0 

1 

1 

0 

0 

0 

88 

Oklahoma 

89 

0 

0 

0 

0 

1 

2 

86 

Oregon 

4 

0 

0 

0 

0 

0 

0 

4 

Pennsylvania 

81 

2 

3 

0 

0 

0 

0 

80 

Rhode Island 

5 

0 

0 

0 

0 

0 

0 

5 

South Carolina 

25 

0 

0 

0 

0 

0 

0 

25 

South Dakota 

20 

0 

1 

0 

0 

1 

0 

19 

Tennessee 

30 

0 

0 

0 

0 

1 

1 

28 

Texas 

322 

3 

1 

0 

0 

1 

3 

320 

Utah 

7 

0 

0 

0 

0 

0 

0 

7 

Vermont 

8 

0 

0 

0 

0 

0 

0 

8 

Virginia 

39 

1 

1 

0 

0 

0 

0 

39 

Washington 

13 

0 

0 

0 

0 

0 

0 

13 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Changes in the corporate structure of the national hanking system, hy state, January 1 

to June 30,2004 (continued) 

12 use 214 

In operation Organized Converted to Merged with In operation 

January 1, 2004 and open for Voiuntary non-nationai non-nationai June 30, 

business Merged liquidations Payouts institutions institutions 2004 


West Virginia 

18 

0 

0 

0 

0 

0 

0 

18 

Wisconsin 

46 

0 

1 

0 

0 

0 

0 

45 

Wyoming 

17 

0 

1 

0 

0 

0 

0 

15 

United States 

2,093 

25 

34 

5 

0 

14 

16 

2,049 


Notes: The column “organized and opened for business’’ includes all state banks converted to national banks as well as newly formed 
national banks. The column titled “merged” includes all mergers, consolidations, and purchases and assumptions of branches in which 
the resulting institution is a nationally chartered bank. Also included in this column are immediate FDIC-assisted “merger” transactions in 
which the resulting institution is a nationally chartered bank. The column titled “voluntary liquidations” includes only straight liquidations 
of national banks. No liquidation pursuant to a purchase and assumption transaction is included in this total. Liquidations resulting from 
purchases and assumptions are included in the “merged” column. The column titled “payouts” includes failed national banks in which the 
FDIC is named receiver and no other depository institution is named as successor. The column titled “merged with non-national institutions” 
includes all mergers, consolidations, and purchases and assumptions of branches in which the resulting institution is a non-national 
institution. Also included in this column are immediate FDIC-assisted “merger” transactions in which the resulting institution is a non¬ 
national institution. 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Applications for new, full-service national bank charters, approved and denied, by 

state, January 1 to June 30,2004 

Title and location Approved Denied 


Aiabama 

Red Mountain Bank, National Association, Hoover_April 27,2004 

Calitornia 

Excel National Bank, Beverly Hills_April 28, 2004 

Signature Bank of California, Nafional Association, Glendale_January 14, 2004 

Delaware 

HSBC Bank USA, National Association, New Castle_June 23, 2004 

District of Columbia 

WashingtonFirst Bank, Washington_January 14, 2004 

Georgia 

Flint River National Bank, Camilla_ 

Peoples Community National Bank, Bremen 

Massachusetts 

Foxborough Savings Bank, National Association, Foxborough_March 4, 2004 

Texas 

Brazos Valley Bank, National Association, College Station 

North Texas Bank, National Association, Decatur_ 

Post Oak Bank, National Association, Houston_ 

Sovereign Bank, National Association, Irving_ 

T Bank, National Association, Dallas_ 

Virginia 

Bank of Louisa, National Association, Louisa_March 2, 2004 


January 23, 2004 
June 7, 2004 
March 5, 2004 
May 19, 2004 
April 16, 2004 


March 26, 2004 
April 29, 2004 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Applications for new, limited-purpose national bank charters, approved and denied, by 

state, January 1 to June 30,2004 


Title and location 


Type of bank Approved Denied 


Florida 

Commercebank Trust Company, National Association, Corai Gabies_Trust (non-deposit)_February 19, 2004 

Pennsylvania 

PennRock Financial Advisors, Nationai Association, Blue Baii_Trust (non-deposit)_March 1,2004 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


New, full-service national bank charters issued, January 1 to June 30,2004 

Title and location (charter number) Date opened 


Alabama 

Red Mountain Bank, National Association, Hoover (024497) _June 21,2004 

California 

1st Century Bank, National Association, Los Angeles (024442) _March 1,2004 


District of Columbia 

WashingtonFirst Bank, Washington (024464)_April 16, 2004 

Georgia 

First National Bank of Decatur County, Bainbridge (024458)_April 5,2004 

First National Bank of Forsyth County, Cumming (024454)_April 5,2004 

Illinois 

Beverly Bank & Trust Company, National Association, Chicago (024466)_April 1,2004 

Massachusetts 

Foxborough Savings Bank, National Association, Foxborough (024507)_April 30, 2004 

Texas 

TexStar National Bank, Universal City (024465)_January 16, 2004 

Texas 

Professional Bank, National Association, Dallas (024447)_January 23, 2004 

Virginia 

Bank of Louisa, National Association, Louisa (024501)_April 19, 2004 


254 QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 













CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


New, limited-purpose national bank charters issued, January 1 to June 30,2004 


Title and location (charter number) 


Date opened 


Florida 

First National Wealth Management Company, Naples (024476)_December 31,2003 

Commercebank Trust Company, National Association, Corai Gabies (024470)_May 10, 2004 

Pennsylvania 

PennRock Financial Advisors, National Association, Blue Ball (024480)_April 1,2004 

First National Trust Company, Flermitage (024475)_December 31,2003 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


State-chartered banks converted to full-service national banks, January 1 to June 30, 

2004 


Title and location (charter number) 


Eftective date Total assets 


California 

Greater Bay Bank, National Association (024489) 

conversion of Mid-Peninsula Bank, Paio Aito_ 

Florida 

Fidelity Bank of Fiorida, Nationai Association (024496) 

conversion of Fideiify Bank of Florida, Merritf island_ 

Indiana 

The Madison Community Bank, Nationai Association (024483) 

conversion of he Madison Community Bank, Anderson_ 

Decatur Bank & Trust Company, Nationai Association (024485) 

conversion of Decatur Bank and Trust Company, Decatur_ 

Lafayette Bank and Trust Company, National Association (024482) 

conversion of Lafayette Bank and Trust Company, Lafayette_ 

First United Bank, National Association (024486) 

conversion of First United Bank, Middletown_ 

Frances Slocum Bank & Trust Company, National Association (024484) 
conversion of Frances Slocum Bank and Trusf Company, Wabash 
The Randolph County Bank National Association (024487) 

conversion of he Randolph County Bank, Winchester_ 


Texas 

First Community Bank San Antonio, National Association (024512) 
conversion of Communify Stafe Bank, San Antonio_ 


Februarv 1.2004 

1.591.010.000 

Aoril 1.2004 

205.254.000 

Januarv 1.2004 

229.809.000 

Januarv 1.2004 

142.664.000 

Januarv 1.2004 

871.336.000 

Januarv 1.2004 

81.687.000 

Januarv 1.2004 

177.663.000 

Januarv 1.2004 

90.758.000 

Aoril 30. 2004 

51.896.000 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Nonbanking institutions converted to fuii-service nationai banks, January 1 to June 30, 

2004 


Title and location (charter number) 


Eftective date Total assets 


Connecticut 

Webster Bank, National Association (024469) 

conversion of Webster Bank, Waterbury_April 21,2004_14,311,497,000 

Florida 

Desjardins Bank, National Association (023852) 

conversion of Desjardins Federal Savings Bank, Hallandale_January 1,2004 _43,108,000 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Applications for national bank charters, by state and charter type, January 1 to June 

30, 2004 


Charters issued 
Limited- 








Fuii-service 

purpose 

Full- 

Limited- 






New, 

national 

national 

service 

purpose 





New, full- 

limited- 

charters 

charters 

national 

national 





service 

purpose 

issued to 

issued to 

charters 

charters 





national 

national 

converting 

converting 

issued to 

issued to 





bank 

hank 

state- 

state- 

converting 

converting 





charters 

charters 

chartered 

chartered 

nonbanking 

nonbanking 


Received 

Approved Denied 

issued 

issued 

banks 

banks 

institutions 

institutions 

Alabama 

0 

1 

0 

1 

0 

0 

0 

0 

0 

Alaska 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Arizona 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Arkansas 

0 

0 

0 

0 

0 

0 

0 

0 

0 

California 

3 

1 

1 

1 

0 

1 

0 

0 

0 

Colorado 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Connecticut 

1 

0 

0 

0 

0 

0 

0 

1 

0 

Delaware 

0 

1 

0 

0 

0 

0 

0 

0 

0 

District of Columbia 

0 

1 

0 

1 

0 

0 

0 

0 

0 

Florida 

0 

1 

0 

0 

2 

1 

0 

1 

0 

Georgia 

1 

2 

0 

2 

0 

0 

0 

0 

0 

Hawaii 

0 

0 

0 

0 

0 

0 

0 

0 

0 

idaho 

0 

0 

0 

0 

0 

0 

0 

0 

0 

iiiinois 

0 

0 

0 

1 

0 

0 

0 

0 

0 

indiana 

1 

0 

0 

0 

0 

6 

0 

0 

0 

iowa 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Kansas 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Kentucky 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Louisiana 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Maine 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Maryiand 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Massachusetts 

0 

1 

0 

1 

0 

0 

0 

0 

0 

Michigan 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Minnesota 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Mississippi 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Missouri 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Montana 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Nebraska 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Nevada 

0 

0 

0 

0 

0 

0 

0 

0 

0 

New Hampshire 

0 

0 

0 

0 

0 

0 

0 

0 

0 

New Jersey 

0 

0 

0 

0 

0 

0 

0 

0 

0 

New Mexico 

0 

0 

0 

0 

0 

0 

0 

0 

0 

New York 

1 

0 

0 

0 

0 

0 

0 

0 

0 

North Carolina 

0 

0 

0 

0 

0 

0 

0 

0 

0 

North Dakota 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Ohio 

1 

0 

0 

0 

0 

0 

0 

0 

0 

Oklahoma 

1 

0 

0 

0 

0 

0 

0 

0 

0 

Oregon 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Pennsylvania 

0 

1 

0 

0 

2 

0 

0 

0 

0 

Rhode Island 

0 

0 

0 

0 

0 

0 

0 

0 

0 

South Carolina 

0 

0 

0 

0 

0 

0 

0 

0 

0 

South Dakota 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Tennessee 

1 

0 

0 

0 

0 

0 

0 

0 

0 

Texas 

2 

5 

0 

2 

0 

1 

0 

0 

0 

Utah 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Vermont 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Virginia 

2 

1 

0 

1 

0 

0 

0 

0 

0 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Applications for national bank charters, by state and charter type, January 1 to June 

30,2004 (continued) 








Charters issued 




Received 

Approved Denied 

New, fuii- 
service 
nationai 
bank 
charters 
issued 

New, 

iimited- 

purpose 

nationai 

bank 

charters 

issued 

Fuii-service 
nationai 
charters 
issued to 
converting 
state- 
chartered 
banks 

Limited- 
purpose 
nationai 
charters 
issued to 
converting 
state- 
chartered 
banks 

Fuii- 
service 
nationai 
charters 
issued to 
converting 
nonbanking 
institutions 

Limited- 
purpose 
nationai 
charters 
issued to 
converting 
nonbanking 
institutions 

Washington 

0 

0 

0 

0 

0 

0 

0 

0 

0 

West Virginia 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Wisconsin 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Wyoming 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Totai 

14 

15 

1 

10 

4 

9 

0 

2 

0 


Note: These figures may also include new national banks chartered to acquire a faiied institution, trust company, credit card bank, and other 
iimited-charter national banks. 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Voluntary liquidations of national banks, January 1 to June 30,2004 

Title and location (charter number) Eftective date Total assets 

Arizona 

Sears National Bank, Tempe (020670)_June 16, 2004_0 

Arkansas 

The First National Bank of Springdaie, Springdale (008763)_March 24, 2004_0 

California 

Pasadena National Trust Company, Pasadena (021753)_June 29, 2004_0 

Illinois 

National Bank of the Great Lakes, Oak Brook (022894)_December 31,2003_16,929,000 

Ohio 

Granite National Bank, Bowling Green (023585)_December 22, 2003_4,117,000 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


National banks merged out of the national bank system, January 1 to June 30, 2004 


Title and location (charter number) 


Eftective date 


Arizona 

Security Trust Company, National Association, Phoenix (024364)_March 31,2004 

California 

Mission Community Bank, National Association, San Luis Obispo (023171)_December 29, 2003 

North Coast Bank, Nationai Association, Santa Rosa (022112)_December 31,2003 

Illinois 

The White Haii Nationai Bank, White Haii (007077)_June 18, 2004 

Kansas 

The Farmers Nationai Bank of Lincoin, Lincoin (006672)_January 23, 2004 

Massachusetts 

The Broadway Nationai Bank of Chelsea, Cheisea (009651)_December 31,2003 

FirsfFed Trust Company, Nationai Association, Swansea (023952)_June 14, 2004 

New York 

Ellenviiie Nationai Bank, Eiienville (014800)_January 14, 2004 

Oklahoma 

Bridgeview Bank, National Association, Oklahoma City (017076)_January 12, 2004 

Lincoln National Bank, Oklahoma City (018596)_February 19, 2004 

Tennessee 

Concord EFS National Bank, Memphis (022404)_February 26, 2004 


Texas 

Security Bank National Association, Garland (018660) 

Katy Bank, National Association, Katy (018641)_ 

Lost Pines National Bank, Smithville (017111)_ 


December 11,2003 
March 29, 2004 
February 29, 2004 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Failed national bank acquired by other than a national bank, January 1 to June 30, 

2004 


Title and location (charter number) 


Eftective date 


Florida 

Guaranty National Bank of Tallahassee, Tallahassee (021162)_March 12, 2004 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


National banks converted out of the national banking system, January 1 to June 30, 

2004 


Title and location (charter number) 


Eftective date Total assets 


Georgia 


SouthBank. National Association. Woodstock (024152t 

January 7. 2004 

54,492,000 

Iowa 

First National Bank Iowa. New Hampton tOI29981 

December 31.2003 

47,351,000 

Kansas 

The Coldwater National Bank. Coldwater 10067671 

February 1.2004 

16,115,000 

First Commerce Bank. National Association. Marvsville (0242691 

Kentucky 

Whitaker Bank. National Association. Lexinoton (0222461 

Morehead National Bank. Morehead (0184331 

June 10. 2003 

May 3. 2004 

May 3. 2004 

14,199,000 

576,951,000 

50,664,000 

The Mt. Sterlino National Bank. Mount Sterlino (0021851 

Minnesota 

The First National Bank of Kiester. Kiester (0106031 

May 3. 2004 

June 28. 2004 

100,324,000 

20,227,000 

New York 

The Park Avenue Bank. National Association. New York (020962) 

March 30. 2004 

105,000,000 

Adirondack Bank. National Association. Saranac Lake (0228391 

December 30. 2003 

273,222,000 

Oklahoma 

The State National Bank of Eufaula. Eufaula (010388) 

January 22. 2004 

68,892,000 

South Dakota 

The First National Bank of White. White (0062941 

January 2. 2004 

36,895,000 

Tennessee 

Communitv National Bank of Tennessee. Lexinoton (0235421 

January 1.2004 

56,000,000 

Texas 

Peoples National Bank. Paris (0219441 

March 3. 2004 

100,592,000 
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CORPORATE STRUCTURE OE THE NATIONAL BANKING SYSTEM 


Federal branches and agencies of foreign banks in operation, January 1 to June 30, 

2004 



In operation 
January 1, 2004 

Opened 

January 1—^June 30, 
2004 

Closed 

January 1—June 30, 
2004 

In operation 
June 30, 2004 

Federal branches 

California 

1 

0 

0 

1 

District of Coiumbia 

1 

0 

0 

1 

Florida 

0 

0 

0 

0 

New York 

36 

0 

2 

35 

Washington 

1 

0 

0 

1 

Limited federal branches 

California 

7 

0 

0 

7 

District of Columbia 

1 

0 

0 

1 

New York 

2 

0 

0 

2 

Federal agencies 

Florida 

1 

0 

0 

1 

Illinois 

1 

0 

0 

1 

New York 

1 

0 

0 

1 

Total United States 

52 

0 

2 

51 
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Assets, liabilities, and capital accounts of national banks 
June 30, 2003 and June 30, 2004 
(Dollar figures In millions) 



June 30, 
2003 

June 30, 
2004 

Change 

June 30, 2003- 
June30, 2004 
fully consolidated 

Consolidated 
foreign and 
domestic 

Consolidated 
foreign and 
domestic 

Amount 

Percent 

Number of Institutions 

2,047 

1,959 

(88) 

(4.30) 

Total assets 

$4,160,704 

$4,596,473 

$435,770 

10.47 

Cash and balances due from depositories 

232,755 

218,555 

(14,200) 

(6.10) 

Noninterest-bearing balances, currency and coin 

163,951 

144,624 

(19,328) 

(11.79) 

Interest bearing balances 

68,804 

73,932 

5,128 

7.45 

Securities 

744,213 

841,306 

97,094 

13.05 

Held-to-maturity securities, amortized cost 

23,414 

28,400 

4,985 

21.29 

Available-for-sale securities, fair value 

720,798 

812,907 

92,108 

12.78 

Federal funds sold and securities purchased 

178,646 

156,177 

(22,469) 

(12.58) 

Net loans and leases 

2,452,366 

2,741,028 

288,662 

11.77 

Total loans and leases 

2,500,406 

2,788,902 

288,496 

11.54 

Loans and leases, gross 

2,502,917 

2,790,861 

287,944 

11.50 

Less: Unearned income 

2,511 

1,959 

(552) 

(21.99) 

Less: Reserve for losses 

48,041 

47,874 

(167) 

(0.35) 

Assets held In trading account 

181,358 

202,600 

21,241 

11.71 

Other real estate owned 

2,119 

1,793 

(326) 

(15.40) 

Intangible assets 

89,530 

152,016 

62,486 

69.79 

All other assets 

279,718 

282,998 

3,280 

1.17 

Total liabilities and equity capital 

4,160,704 

4,596,473 

435,770 

10.47 

Deposits in domestic offices 

2,293,678 

2,444,159 

150,481 

6.56 

Deposits in foreign offices 

417,661 

539,767 

122,105 

29.24 

Total deposits 

2,711,339 

2,983,926 

272,586 

10.05 

Noninterest-bearing deposits 

610,975 

580,700 

(30,275) 

(4.96) 

Interest-bearing deposits 

2,100,364 

2,403,225 

302,861 

14.42 

Federal funds purchased and securities sold 

319,625 

316,975 

(2,650) 

(0.83) 

Other borrowed money 

381,295 

539,144 

157,849 

41.40 

Trading liabilities less revaluation losses 

28,941 

27,682 

(1,259) 

(4.35) 

Subordinated notes and debentures 

69,556 

71,403 

1,846 

2.65 

All other liabilities 

266,272 

222,539 

(43,733) 

(16.42) 

Trading liabilities revaluation losses 

80,147 

73,908 

(6,240) 

(7.79) 

Other 

186,125 

148,631 

(37,494) 

(20.14) 

Total equity capital 

383,675 

434,804 

51,129 

13.33 

Perpetual preferred stock 

2,651 

2,515 

(137) 

(5.15) 

Common stock 

12,681 

12,027 

(654) 

(5.16) 

Surplus 

203,856 

255,307 

51,451 

25.24 

Retained earnings and other comprehensive income 

171,736 

157,907 

(13,829) 

(8.05) 

Other equity capital components 

(48) 

(65) 

(17) 

NM 


NM indicates calculated percent change is not meaningful. 
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Quarterly income and expenses of national banks 
Second quarter 2003 and second quarter 2004 
(Dollar figures in miiiions) 



Second 

quarter 

2003 

Second 

quarter 

2004 

Change 

Second quarter 2003- 
second quarter 2004 
fully consolidated 


Consolidated 
foreign and 
domestic 

Consolidated 
foreign and 
domestic 

Amount 

Percent 

Number of institutions 

2,047 

1,959 

(88) 

(4.30) 

Net income 

$15,248 

$17,346 

$2,098 

13.76 

Net interest income 

35,246 

38,590 

3,344 

9.49 

Total interest income 

48,740 

51,910 

3,169 

6.50 

On loans 

37,808 

39,730 

1,922 

5.08 

From lease financing receivables 

1,576 

1,275 

(301) 

(19.11) 

On balances due from depositories 

452 

302 

(150) 

(33.11) 

On securities 

7,218 

8,652 

1,434 

19.87 

From assets held in trading account 

824 

1,078 

254 

30.88 

On federal funds sold and securities repurchased 

570 

529 

(41) 

(7.22) 

Less: Interest expense 

13,495 

13,320 

(175) 

(1.29) 

On deposits 

8,754 

8,335 

(419) 

(4.79) 

Of federal funds purchased and securities sold 

1,117 

1,272 

155 

13.91 

On demand notes and other borrowed money* 

2,891 

3,005 

114 

3.93 

On subordinated notes and debentures 

732 

708 

(25) 

(3.36) 

Less: Provision for iosses 

6,294 

4,878 

(1,416) 

(22.50) 

Noninterest income 

28,203 

30,896 

2,693 

9.55 

From fiduciary activities 

2,157 

2,113 

(44) 

(2.06) 

Service charges on deposits 

5,126 

5,561 

434 

8.47 

Trading revenue 

1,224 

1,702 

479 

39.11 

From interest rate exposures 

140 

223 

83 

59.74 

From foreign exchange exposures 

1,158 

834 

(324) 

(28.01) 

From equity security and index exposures 

79 

290 

212 

269.19 

From commodity and other exposures 

(155) 

374 

528 

NM 

Investment banking brokerage fees 

1,242 

1,400 

158 

12.71 

Venture capital revenue 

89 

4 

(85) 

(95.01) 

Net servicing fees 

1,980 

3,938 

1,958 

98.85 

Net securitization income 

3,742 

4,289 

546 

14.60 

Insurance commissions and fees 

500 

571 

71 

14.28 

Insurance and reinsurance underwriting income 

130 

123 

(6) 

(4.86) 

Income from other insurance activities 

370 

448 

78 

20.98 

Net gains on asset sales 

2,497 

2,621 

124 

4.97 

Sales of loans and leases 

2,074 

1,209 

(865) 

(41.70) 

Sales of other real estate owned 

(7) 

15 

23 

(311.82) 

Sales of other assets{excluding securities) 

430 

1,397 

966 

224.54 

Other noninterest income 

9,646 

8,729 

(917) 

(9.51) 

Gains/losses on securities 

1,347 

643 

(704) 

(52.26) 

Less: Noninterest expense 

35,859 

39,241 

3,382 

9.43 

Salaries and employee benefits 

15,153 

16,254 

1,101 

7.27 

Of premises and fixed assets 

4,207 

4,548 

341 

8.10 

Goodwill impairment losses 

0 

9 

9 

NM 

Amortization expense and impairment losses 

1,140 

1,022 

(118) 

(10.36) 

Other noninterest expense 

15,358 

17,411 

2,053 

13.37 

Less: Taxes on income before extraordinary items 

7,397 

8,654 

1,257 

16.99 

income/ioss from extraordinary items, net of income taxes 
Memoranda: 

3 

(10) 

(13) 

(498.95) 

Net operating income 

14,315 

16,916 

2,602 

18.17 

Income before taxes and extraordinary items 

22,643 

26,010 

3,367 

14.87 

Income net of taxes before extraordinary items 

15,246 

17,357 

2,111 

13.84 

Cash dividends declared 

9,720 

9,984 

265 

2.72 

Net charge-offs to loan and lease reserve 

6,570 

5,546 

(1,025) 

(15.60) 

Charge-offs to loan and lease reserve 

7,941 

7,077 

(864) 

(10.88) 

Less: Recoveries credited to loan and lease reserve 

1,370 

1,531 

161 

11.73 


* Includes mortgage Indebtedness 

NM Indicates calculated percent change is not meaningful. 
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Year-to-date income and expenses of national banks 
Through June 30, 2003 and through June 30, 2004 
(Dollar figures in millions) 



June 30, 
2003 

June 30, 
2004 

Change 

June 30, 2003- 
June 30, 2004 
fully consolidated 


Consolidated 
foreign and 
domestic 

Consolidated 
foreign and 
domestic 

Amount 

Percent 

Number of institutions 

2,047 

1,959 

(88) 

(4.30) 

Net income 

$30,484 

$33,234 

$2,750 

9.02 

Net interest income 

70,355 

75,083 

4,727 

6.72 

Total interest income 

97,498 

100,768 

3,269 

3.35 

On loans 

75,701 

77,349 

1,649 

2.18 

From lease financing receivables 

3,222 

2,458 

(764) 

(23.71) 

On balances due from depositories 

852 

632 

(220) 

(25.81) 

On securities 

14,326 

16,517 

2,191 

15.29 

From assets held in trading account 

1,626 

2,056 

430 

26.46 

On federal funds sold and securities repurchased 

1,167 

1,101 

(67) 

(5.71) 

Less: Interest expense 

27,143 

25,685 

(1,458) 

(5.37) 

On deposits 

17,687 

16,168 

(1,519) 

(8.59) 

Of federal funds purchased and securities sold 

2,173 

2,254 

81 

3.74 

On demand notes and other borrowed money* 

5,815 

5,856 

41 

0.70 

On subordinated notes and debentures 

1,468 

1,407 

(62) 

(4.20) 

Less: Provision for losses 

12,795 

10,032 

(2,763) 

(21.59) 

Noninterest income 

55,584 

58,523 

2,939 

5.29 

From fiduciary activities 

4,191 

4,415 

225 

5.36 

Service charges on deposits 

10,035 

10,521 

486 

4.84 

Trading revenue 

2,817 

3,221 

405 

14.37 

From interest rate exposures 

289 

603 

314 

108.62 

From foreign exchange exposures 

2,307 

1,658 

(649) 

(28.13) 

From equity security and index exposures 

325 

523 

198 

60.82 

From commodity and other exposures 

(108) 

455 

563 

(519.45) 

Investment banking brokerage fees 

2,416 

2,548 

132 

5.44 

Venture capital revenue 

57 

42 

(15) 

(26.87) 

Net servicing fees 

4,422 

7,276 

2,855 

64.56 

Net securitization income 

7,385 

8,079 

694 

9.39 

Insurance commissions and fees 

1,033 

1,144 

110 

10.69 

Insurance and reinsurance underwriting income 

215 

249 

34 

15.85 

Income from other insurance activities 

818 

894 

76 

9.33 

Net gains on asset sales 

4,079 

3,991 

(88) 

(2.16) 

Sales of loans and leases 

3,587 

2,423 

(1,163) 

(32.44) 

Sales of other real estate owned 

(9) 

35 

44 

NM 

Sales of other assets(excluding securities) 

501 

1,532 

1,031 

205.54 

Other noninterest income 

19,149 

17,286 

(1,863) 

(9.73) 

Gains/losses on securities 

2,473 

1,724 

(749) 

(30.28) 

Less: Noninterest expense 

70,150 

75,643 

5,494 

7.83 

Salaries and employee benefits 

30,017 

31,263 

1,246 

4.15 

Of premises and fixed assets 

8,400 

8,634 

233 

2.78 

Goodwill impairment losses 

40 

9 

(31) 

(76.40) 

Amortization expense and impairment losses 

2,178 

2,182 

5 

0.22 

Other noninterest expense 

29,515 

33,555 

4,040 

13.69 

Less: Taxes on income before extraordinary items 

14,975 

16,409 

1,435 

9.58 

income/loss from extraordinary items, net of income taxes 
Memoranda: 

(9) 

(11) 

(1) 

NM 

Net operating income 

28,800 

32,075 

3,274 

11.37 

Income before taxes and extraordinary items 

45,468 

49,654 

4,186 

9.21 

Income net of taxes before extraordinary items 

30,493 

33,245 

2,752 

9.02 

Cash dividends declared 

19,746 

15,838 

(3,907) 

(19.79) 

Net charge-offs to loan and lease reserve 

13,409 

11,267 

(2,142) 

(15.97) 

Charge-offs to loan and lease reserve 

16,013 

14,262 

(1,751) 

(10.93) 

Less: Recoveries credited to loan and lease reserve 

2,604 

2,995 

391 

15.02 


* Includes mortgage indebtedness 

NM indicates calculated percent change is not meaningful. 





















Assets of national banks by asset size 
June 30, 2004 
(Dollar figures in millions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 
million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Total assets 

$4,596,473 

$44,946 

$271,779 

$361,318 

$3,918,430 

$8,048,367 

Cash and balances due from 

218,555 

2,713 

11,757 

14,585 

189,500 

436,220 

Securities 

841,306 

11,898 

68,495 

86,296 

674,618 

1,558,426 

Federal funds sold and securities purchased 

156,177 

1,933 

6,577 

15,695 

131,972 

354,676 

Net loans and leases 

2,741,028 

26,270 

170,046 

219,093 

2,325,619 

4,596,171 

Total loans and leases 

2,788,902 

26,660 

172,443 

222,250 

2,367,549 

4,671,708 

Loans and leases, gross 

2,790,861 

26,684 

172,619 

222,356 

2,369,202 

4,674,627 

Less: Unearned income 

1,959 

24 

176 

106 

1,653 

2,919 

Less: Reserve for losses 

47,874 

389 

2,398 

3,157 

41,930 

75,537 

Assets held in trading account 

202,600 

0 

38 

193 

202,369 

427,870 

Other real estate owned 

1,793 

71 

278 

177 

1,266 

3,901 

Intangible assets 

152,016 

154 

2,557 

8,828 

140,477 

204,981 

All other assets 

282,998 

1,907 

12,030 

16,452 

252,610 

466,121 

Gross loans and leases by type: 







Loans secured by real estate 

1,358,775 

16,356 

118,237 

136,271 

1,087,910 

2,461,384 

1-4 family residential mortgages 

630,802 

6,468 

38,199 

51,932 

534,202 

1,056,320 

Home equity loans 

237,377 

531 

7,200 

10,350 

219,295 

341,167 

Multifamily residential mortgages 

35,677 

433 

4,419 

5,066 

25,760 

83,026 

Commercial RE loans 

285,159 

5,218 

47,958 

47,484 

184,498 

634,714 

Construction RE loans 

114,714 

1,720 

14,661 

19,104 

79,230 

255,945 

Farmland loans 

14,448 

1,986 

5,797 

1,753 

4,913 

42,965 

RE loans from foreign offices 

40,598 

0 

3 

583 

40,012 

47,248 

Commercial and industrial loans 

515,487 

4,307 

28,106 

44,248 

438,826 

875,332 

Loans to individuals 

517,203 

3,051 

16,122 

24,041 

473,988 

757,971 

Credit cards* 

235,816 

140 

2,698 

8,203 

224,776 

298,132 

Other revolving credit plans 

32,200 

37 

335 

1,115 

30,713 

36,606 

Installment loans 

249,186 

2,874 

13,089 

14,724 

218,499 

423,233 

All other loans and leases 

399,395 

2,969 

10,154 

17,795 

368,478 

579,939 

Securities by type: 







U.S. Treasury securities 

32,032 

506 

2,195 

4,865 

24,466 

77,345 

Mortgage-backed securities 

508,741 

2,849 

24,607 

45,330 

435,956 

854,012 

Pass-through securities 

392,930 

2,216 

17,463 

27,127 

346,123 

597,017 

Collateralized mortgage obligations 

115,811 

633 

7,143 

18,203 

89,832 

256,996 

Other securities 

240,512 

8,537 

41,388 

35,432 

155,154 

524,497 

Other U.S. government securities 

90,017 

6,133 

25,532 

17,936 

40,416 

277,420 

State and local government securities 

50,748 

1,975 

12,512 

7,406 

28,855 

110,275 

Other debt securities 

92,959 

278 

2,342 

9,369 

80,970 

121,626 

Equity securities 

6,788 

152 

1,002 

721 

4,913 

15,177 

Memoranda: 







Agricultural production loans 

19,495 

2,488 

5,549 

1,919 

9,539 

46,876 

Pledged securities 

397,526 

4,392 

32,551 

44,335 

316,248 

776,683 

Book value of securities 

847,420 

11,994 

69,016 

86,747 

679,663 

1,570,841 

Available-for-sale securities 

819,020 

10,274 

59,760 

76,629 

672,357 

1,455,326 

Held-to-maturity securities 

28,400 

1,720 

9,256 

10,118 

7,306 

115,516 

Market value of securities 

841,173 

11,897 

68,467 

86,262 

674,547 

1,557,619 

Available-for-sale securities 

812,907 

10,178 

59,238 

76,179 

667,312 

1,442,911 

Held-to-maturity securities 

28,266 

1,719 

9,229 

10,083 

7,235 

114,709 
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Past-due and nonaccrual loans and leases of national banks by asset size 

June 30, 2004 

(Dollar figures In millions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 

million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of Institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Loans and leases past due 30-89 days 

$23,278 

$349 

$1,491 

$1,439 

$20,000 

$38,689 

Loans secured by real estate 

10,230 

185 

866 

575 

8,603 

17,694 

1-4 family residential mortgages 

6,923 

100 

401 

297 

6,124 

10,671 

Home equity loans 

835 

3 

24 

25 

783 

1,167 

Multifamily residential mortgages 

152 

4 

22 

15 

111 

300 

Commercial RE loans 

1,160 

42 

276 

142 

699 

3,169 

Construction RE loans 

704 

19 

101 

88 

496 

1,553 

Farmland loans 

92 

16 

42 

8 

25 

287 

RE loans from foreign offices 

364 

0 

0 

0 

364 

547 

Commercial and industrial loans 

2,825 

70 

276 

433 

2,046 

5,753 

Loans to individuals 

9,269 

72 

288 

366 

8,543 

13,308 

Credit cards 

5,137 

3 

86 

206 

4,842 

6,659 

Installment loans and other plans 

4,132 

69 

202 

160 

3,701 

6,649 

All other loans and leases 

954 

22 

61 

64 

808 

1,935 

Loans and leases past due 90+ days 

10,511 

77 

321 

402 

9,711 

13,763 

Loans secured by real estate 

3,771 

45 

179 

98 

3,449 

5,273 

1-4 family residential mortgages 

3,287 

24 

74 

63 

3,126 

4,093 

Home equity loans 

108 

0 

3 

6 

99 

170 

Multifamily residential mortgages 

14 

1 

6 

1 

6 

50 

Commercial RE loans 

230 

9 

69 

16 

136 

608 

Construction RE loans 

72 

3 

16 

10 

43 

201 

Farmland loans 

28 

8 

10 

2 

8 

108 

RE loans from foreign offices 

31 

0 

0 

0 

31 

43 

Commercial and industrial loans 

532 

11 

66 

91 

365 

1,026 

Loans to individuals 

6,083 

11 

58 

204 

5,810 

7,212 

Credit cards 

4,170 

2 

33 

179 

3,956 

4,947 

Installment loans and other plans 

1,914 

9 

25 

25 

1,854 

2,265 

All other loans and leases 

125 

10 

19 

9 

87 

252 

Nonaccrual loans and leases 

18,365 

234 

1,090 

1,189 

15,852 

30,977 

Loans secured by real estate 

6,902 

119 

694 

711 

5,378 

12,465 

1-4 family residential mortgages 

2,819 

38 

192 

198 

2,392 

4,795 

Home equity loans 

314 

0 

8 

13 

293 

441 

Multifamily residential mortgages 

142 

2 

17 

12 

110 

257 

Commercial RE loans 

2,210 

49 

324 

389 

1,448 

4,569 

Construction RE loans 

616 

12 

102 

71 

431 

1,253 

Farmland loans 

179 

17 

51 

28 

83 

404 

RE loans from foreign offices 

621 

0 

0 

0 

621 

747 

Commercial and industrial loans 

7,586 

77 

275 

369 

6,864 

13,168 

Loans to individuals 

2,282 

14 

70 

29 

2,170 

3,155 

Credit cards 

317 

0 

35 

4 

278 

696 

Installment loans and other plans 

1,966 

13 

35 

25 

1,892 

2,459 

All other loans and leases 

1,673 

25 

50 

80 

1,518 

2,310 
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Liabilities of national banks by asset size 
June 30, 2004 
(Dollar figures In millions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 
million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of Institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Total liabilities and equity capital 

4,596,473 

44,946 

271,779 

361,318 

3,918,430 

8,048,367 

Deposits in domestic offices 

2,444,159 

37,501 

218,187 

234,774 

1,953,697 

4,499,012 

Deposits in foreign offices 

539,767 

12 

171 

2,743 

536,840 

827,472 

Total deposits 

2,983,926 

37,513 

218,358 

237,517 

2,490,538 

5,326,484 

Noninterest bearing 

580,700 

6,661 

36,796 

42,963 

494,280 

1,016,391 

Interest bearing 

2,403,225 

30,852 

181,562 

194,554 

1,996,257 

4,310,093 

Federal funds purchased and securities sold 

316,975 

541 

7,988 

33,270 

275,175 

610,073 

Other borrowed funds 

539,144 

1,373 

15,479 

41,800 

480,492 

793,761 

Trading liabilities less revaluation losses 

27,682 

0 

0 

13 

27,670 

97,481 

Subordinated notes and debentures 

71,403 

6 

240 

2,285 

68,872 

104,629 

All other liabilities 

222,539 

329 

2,473 

7,179 

212,558 

373,874 

Equity capital 

434,804 

5,183 

27,241 

39,255 

363,125 

742,064 

Total deposits by depositor: 







Individuals and corporations 

2,364,815 

22,931 

148,910 

187,563 

2,005,410 

4,169,284 

U.S., state, and local governments 

115,311 

3,180 

17,528 

14,885 

79,719 

232,133 

Depositories in the U.S. 

75,009 

682 

3,147 

3,186 

67,994 

110,911 

Foreign banks and governments 

115,568 

2 

169 

1,192 

114,205 

191,018 

Domestic deposits by depositor: 







Individuals and corporations 

1,977,588 

22,920 

148,904 

185,480 

1,620,283 

3,573,229 

U.S., state, and local governments 

115,311 

3,180 

17,528 

14,885 

79,719 

232,133 

Depositories in the U.S. 

31,678 

682 

3,092 

3,135 

24,769 

58,183 

Foreign banks and governments 

6,538 

2 

59 

584 

5,893 

13,281 

Foreign deposits by depositor: 







Individuals and corporations 

387226.168 

10 

6 

2,083 

385,127 

596,054 

Depositories in the U.S. 

43331.067 

0 

55 

51 

43,225 

52,728 

Foreign banks and governments 

109,030 

0 

110 

609 

108,311 

177,736 I 

Deposits in domestic offices by type: 







Transaction deposits 

368,654 

12,112 

54,808 

36,474 

265,260 

725,531 

Demand deposits 

276,257 

6,532 

31,475 

27,369 

210,882 

521,320 

Savings deposits 

1,487,757 

9,015 

76,204 

131,932 

1,270,608 

2,481,466 

Money market deposit accounts 

1094487.886 

4,758 

43,680 

99,887 

946,164 

1,788,205 

Other savings deposits 

393269.475 

4,257 

32,523 

32,045 

324,444 

693,261 

Time deposits 

587,747 

16,375 

87,175 

66,368 

417,829 

1,292,015 

Small time deposits 

312,430 

10,786 

52,872 

35,079 

213,693 

650,472 

Large time deposits 

275,317 

5,588 

34,303 

31,289 

204,136 

641,543 I 
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Off-balance-sheet items of national banks by asset size 
June 30, 2004 
(Dollar figures In millions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 

million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of Institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Unused commitments 

$4,081,608 

$59,999 

$150,540 

$684,314 

$3,186,754 

$5,557,902 

Home equity lines 

252,026 

376 

6,121 

9,549 

235,980 

359,999 

Credit card lines 

2,788,477 

55,847 

115,919 

627,858 

1,988,853 

3,459,042 

Commercial RE, construction and land 

101,720 

1,018 

9,998 

15,422 

75,281 

211,416 

All other unused commitments 

939,386 

2,758 

18,503 

31,485 

886,640 

1,527,445 

Letters of credit: 







Standby letters of credit 

204,097 

108 

1,813 

4,476 

197,701 

333,129 

Financial letters of credit 

172,858 

66 

1,148 

3,406 

168,238 

285,879 

Performance letters of credit 

31,239 

42 

665 

1,070 

29,463 

47,250 

Commercial letters of credit 

20,290 

21 

462 

418 

19,389 

30,862 

Securities lent 

166,627 

43 

2,579 

1,794 

162,211 

1,025,072 

Spot foreign exchange contracts 

431,601 

0 

0 

141 

431,460 

672,119 

Credit derivatives (notional value) 







Reporting bank is the guarantor 

303,575 

0 

0 

0 

303,575 

704,988 

Reporting bank is the beneficiary 

359,995 

0 

40 

0 

359,955 

781,104 

Derivative contracts (notional value) 

36,297,170 

10 

2,642 

17,789 

36,276,729 

81,016,991 

Futures and forward contracts 

6,336,992 

2 

477 

2,299 

6,334,215 

12,252,552 

Interest rate contracts 

3,686,272 

2 

476 

1,835 

3,683,958 

7,776,219 

Foreign exchange contracts 

2,632,126 

0 

1 

463 

2,631,661 

4,366,568 

All other futures and forwards 

18,595 

0 

0 

0 

18,595 

109,764 

Option contracts 

7,742,846 

4 

1,018 

2,614 

7,739,210 

17,581,867 

Interest rate contracts 

6,770,957 

2 

978 

2,198 

6,767,779 

15,162,495 

Foreign exchange contracts 

779,585 

0 

0 

405 

779,180 

1,529,381 

All other options 

192,304 

2 

40 

12 

192,251 

889,990 

Swaps 

21,553,763 

5 

1,106 

12,876 

21,539,775 

49,696,481 

Interest rate contracts 

20,658,945 

5 

1,094 

7,661 

20,650,185 

47,659,054 

Foreign exchange contracts 

796,169 

0 

0 

5,211 

790,958 

1,868,624 

All other swaps 

98,649 

0 

12 

5 

98,632 

168,803 

Memoranda: Derivatives by purpose 







Contracts held for trading 

33,504,272 

0 

110 

1,375 

33,502,788 

76,994,583 

Contracts not held for trading 

2,129,329 

10 

2,492 

16,415 

2,110,412 

2,536,317 

Memoranda: Derivatives by position 







Held for trading-positive fair value 

417,176 

0 

1 

21 

417,154 

982,274 

Held for trading-negative fair value 

398,304 

0 

1 

15 

398,289 

951,422 

Not for trading-positive fair value 

15,333 

0 

16 

129 

15,188 

18,272 

Not for trading-negative fair value 

15,623 

0 

22 

330 

15,270 

19,389 
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Quarterly income and expenses of national banks by asset size 
Second quarter 2004 
(Dollar figures in miilions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 

million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Net income 

$17,346 

$111 

$878 

$1,280 

$15,077 

$26,646 

Net interest income 

38,590 

427 

2,504 

3,105 

32,555 

63,924 

Total interest income 

51,910 

562 

3,365 

4,062 

43,920 

87,307 

On loans 

39,730 

444 

2,684 

3,182 

33,420 

65,109 

From lease financing receivables 

1,275 

3 

18 

56 

1,198 

1,937 

On balances due from depositories 

302 

5 

11 

10 

277 

770 

On securities 

8,652 

103 

616 

725 

7,208 

15,102 

From assets held in trading account 

1,078 

0 

0 

3 

1,075 

2,458 

On fed. funds sold & securities repurchased 

529 

5 

20 

56 

448 

1,038 

Less: Interest expense 

13,320 

136 

861 

958 

11,365 

23,383 

On deposits 

8,335 

123 

714 

589 

6,908 

14,809 

Of federal funds purchased & securities sold 

1,272 

1 

22 

93 

1,156 

2,170 

On demand notes & other borrowed money* 

3,005 

11 

123 

252 

2,619 

5,292 

On subordinated notes and debentures 

708 

0 

3 

23 

682 

1,113 

Less: Provision for losses 

4,878 

30 

149 

428 

4,272 

6,680 

Noninterest income 

30,896 

163 

1,343 

2,281 

27,109 

48,803 

From fiduciary activities 

2,113 

11 

252 

342 

1,507 

5,563 

Service charges on deposits 

5,561 

58 

329 

334 

4,839 

8,499 

Trading revenue 

1,702 

0 

2 

12 

1,688 

2,575 

From interest rate exposures 

223 

0 

1 

11 

211 

125 

From foreign exchange exposures 

834 

0 

0 

0 

833 

1,569 

From equity security and index exposures 

290 

0 

0 

( 1 ) 

291 

497 

From commodity and other exposures 

374 

0 

0 

0 

374 

405 

Investment banking brokerage fees 

1,400 

1 

21 

47 

1,331 

2,551 

Venture capital revenue 

4 

0 

(0) 

(1) 

5 

38 

Net servicing fees 

3,938 

35 

93 

188 

3,622 

4,871 

Net securitization income 

4,289 

0 

83 

65 

4,142 

5,626 

Insurance commissions and fees 

571 

10 

24 

44 

493 

1,016 

Insurance and reinsurance underwriting income 

123 

0 

0 

2 

121 

168 

Income from other insurance activities 

448 

10 

23 

42 

373 

848 

Net gains on asset sales 

2,621 

5 

101 

476 

2,040 

3,460 

Sales of loans and leases 

1,209 

4 

91 

467 

647 

2,008 

Sales of other real estate owned 

15 

0 

8 

4 

3 

9 

Sales of other assets(excluding securities) 

1,397 

1 

2 

4 

1,390 

1,443 

Other noninterest income 

8,729 

44 

439 

773 

7,472 

14,635 

Gains/losses on securities 

643 

(0) 

5 

21 

618 

778 

Less: Noninterest expense 

39,241 

417 

2,504 

3,023 

33,297 

67,289 

Salaries and employee benefits 

16,254 

212 

1,207 

1,275 

13,560 

28,588 

Of premises and fixed assets 

4,548 

52 

289 

317 

3,890 

8,120 

Goodwill impairment losses 

9 

0 

0 

(0) 

9 

9 

Amortization expense and impairment losses 

1,022 

2 

25 

133 

862 

1,238 

Other noninterest expense 

17,411 

151 

983 

1,298 

14,979 

29,337 

Less: Taxes on income before extraord. items 

8,654 

31 

318 

669 

7,636 

12,884 

Income/loss from extraord. items, net of taxes 

(11) 

(0) 

(6) 

(7) 

3 

(9) 

Memoranda: 







Net operating income 

16,916 

111 

876 

1,274 

14,655 

26,115 

Income before taxes and extraordinary items 

26,010 

142 

1,199 

1,956 

22,713 

39,536 

Income net of taxes before extraordinary items 

17,357 

111 

881 

1,287 

15,077 

26,652 

Cash dividends declared 

9,984 

77 

455 

1,049 

8,403 

16,991 

Net loan and lease losses 

5,546 

21 

120 

380 

5,025 

7,493 

Charge-offs to loan and lease reserve 

7,077 

28 

170 

455 

6,423 

9,795 

Less: Recoveries credited to loan & lease resv. 

1,531 

7 

51 

75 

1,398 

2,302 


* Includes mortgage indebtedness 
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Year-to-date income and expenses of national banks by asset size 
Through June 30, 2004 
(Dollar figures in millions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 

million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Net income 

$33,234 

$231 

$1,738 

$2,510 

$28,756 

$53,065 

Net interest income 

75,083 

843 

4,963 

5,965 

63,312 

124,663 

Total interest income 

100,768 

1,116 

6,685 

7,853 

85,113 

170,326 

On loans 

77,349 

878 

5,317 

6,081 

65,073 

127,658 

From lease financing receivables 

2,458 

5 

37 

111 

2,305 

3,615 

On balances due from depositories 

632 

10 

22 

21 

580 

1,509 

On securities 

16,517 

206 

1,235 

1,471 

13,605 

29,331 

From assets held in trading account 

2,056 

0 

1 

4 

2,052 

4,598 

On fed. funds sold & securities repurchased 

1,101 

11 

41 

102 

946 

2,124 

Less: Interest expense 

25,685 

273 

1,723 

1,888 

21,801 

45,663 

On deposits 

16,168 

248 

1,432 

1,178 

13,311 

29,134 

Of federal funds purchased & securities sold 

2,254 

3 

42 

177 

2,032 

4,029 

On demand notes & other borrowed money* 

5,856 

22 

244 

487 

5,103 

10,335 

On subordinated notes and debentures 

1,407 

0 

5 

47 

1,354 

2,165 

Less: Provision for losses 

10,032 

50 

295 

628 

9,059 

13,569 

Noninterest income 

58,523 

320 

2,689 

4,334 

51,181 

95,123 

From fiduciary activities 

4,415 

22 

510 

679 

3,204 

11,234 

Service charges on deposits 

10,521 

108 

631 

654 

9,128 

16,246 

Trading revenue 

3,221 

0 

4 

24 

3,193 

6,332 

From interest rate exposures 

603 

0 

3 

19 

580 

1,606 

From foreign exchange exposures 

1,658 

0 

0 

1 

1,657 

2,889 

From equity security and index exposures 

523 

0 

0 

1 

522 

1,346 

From commodity and other exposures 

455 

0 

0 

0 

455 

492 

Investment banking brokerage fees 

2,548 

2 

39 

96 

2,410 

4,836 

Venture capital revenue 

42 

(0) 

(1) 

(0) 

43 

96 

Net servicing fees 

7,276 

68 

192 

305 

6,711 

8,719 

Net securitization income 

8,079 

0 

221 

138 

7,720 

10,939 

Insurance commissions and fees 

1,144 

19 

46 

83 

996 

1,977 

Insurance and reinsurance underwriting income 

249 

0 

0 

5 

244 

345 

Income from other insurance activities 

894 

19 

46 

78 

752 

1,631 

Net gains on asset sales 

3,991 

8 

185 

909 

2,889 

5,655 

Sales of loans and leases 

2,423 

6 

161 

898 

1,359 

3,960 

Sales of other real estate owned 

35 

1 

15 

6 

13 

49 

Sales of other assets(excluding securities) 

1,532 

0 

9 

5 

1,518 

1,646 

Other noninterest income 

17,286 

93 

861 

1,446 

14,885 

29,092 

Gains/losses on securities 

1,724 

6 

45 

54 

1,619 

2,268 

Less: Noninterest expense 

75,643 

823 

5,013 

5,927 

63,880 

129,916 

Salaries and employee benefits 

31,263 

422 

2,392 

2,526 

25,923 

56,137 

Of premises and fixed assets 

8,634 

103 

577 

628 

7,326 

15,788 

Goodwill impairment losses 

9 

0 

0 

0 

9 

14 

Amortization expense and impairment losses 

2,182 

5 

74 

258 

1,845 

2,610 

Other noninterest expense 

33,555 

294 

1,970 

2,516 

28,776 

55,366 

Less: Taxes on income before extraord. items 

16,409 

64 

645 

1,280 

14,420 

25,496 

Income/loss from extraord. items, net of taxes 

(11) 

(0) 

(6) 

(7) 

3 

(9) 

Memoranda: 







Net operating income 

32,075 

226 

1,710 

2,480 

27,659 

51,518 

Income before taxes and extraordinary items 

49,654 

295 

2,388 

3,797 

43,173 

78,570 

Income net of taxes before extraordinary items 

33,245 

231 

1,744 

2,517 

28,753 

53,074 

Cash dividends declared 

15,838 

150 

795 

2,007 

12,887 

28,378 

Net loan and lease losses 

11,267 

35 

258 

527 

10,447 

15,200 

Charge-offs to loan and lease reserve 

14,262 

49 

360 

699 

13,155 

19,678 

Less: Recoveries credited to loan & lease resv. 

2,995 

14 

102 

172 

2,708 

4,478 


* Includes mortgage indebtedness 
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Quarterly net loan and lease losses of national banks by asset size 

Second quarter 2004 

(Dollar figures In millions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 

million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of Institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Net charge-offs to loan and lease reserve 

$5,546 

$21 

$120 

$380 

$5,025 

$7,493 

Loans secured by real estate 

314 

3 

17 

34 

260 

513 

1-4 family residential mortgages 

147 

1 

6 

14 

125 

224 

Home equity loans 

77 

0 

0 

2 

74 

111 

Multifamily residential mortgages 

11 

(0) 

0 

6 

4 

14 

Commercial RE loans 

49 

1 

7 

8 

33 

117 

Construction RE loans 

8 

0 

1 

3 

4 

24 

Farmland loans 

3 

0 

1 

0 

1 

5 

RE loans from foreign offices 

18 

0 

0 

0 

18 

18 

Commercial and industrial loans 

646 

10 

33 

82 

520 

1,215 

Loans to individuals 

4,492 

7 

63 

260 

4,162 

5,589 

Credit cards 

3,470 

1 

46 

229 

3,194 

4,257 

Installment loans and other plans 

1,022 

6 

17 

31 

968 

1,332 

All other loans and leases 

95 

1 

7 

4 

83 

175 

Charge-offs to loan and lease reserve 

7,077 

28 

170 

455 

6,423 

9,795 

Loans secured by real estate 

439 

4 

22 

42 

372 

706 

1-4 family residential mortgages 

197 

2 

9 

18 

169 

297 

Home equity loans 

98 

0 

1 

3 

95 

136 

Multifamily residential mortgages 

14 

0 

0 

7 

7 

18 

Commercial RE loans 

71 

2 

9 

10 

51 

166 

Construction RE loans 

28 

0 

2 

4 

21 

52 

Farmland loans 

3 

0 

1 

0 

2 

8 

RE loans from foreign offices 

27 

0 

0 

0 

27 

29 

Commercial and industrial loans 

1,116 

12 

46 

105 

954 

1,961 

Loans to individuals 

5,313 

10 

92 

292 

4,919 

6,759 

Credit cards 

3,988 

2 

60 

245 

3,682 

4,962 

Installment loans and other plans 

1,326 

9 

33 

47 

1,237 

1,798 

All other loans and leases 

208 

2 

11 

16 

179 

368 

Recoveries credited to loan and lease reserve 

1,531 

7 

51 

75 

1,398 

2,302 

Loans secured by real estate 

126 

1 

5 

8 

112 

192 

1-4 family residential mortgages 

51 

0 

2 

4 

44 

74 

Home equity loans 

21 

(0) 

0 

1 

20 

25 

Multifamily residential mortgages 

3 

0 

0 

0 

2 

4 

Commercial RE loans 

22 

0 

1 

2 

18 

48 

Construction RE loans 

20 

0 

1 

1 

17 

28 

Farmland loans 

1 

0 

0 

0 

0 

3 

RE loans from foreign offices 

9 

0 

0 

0 

9 

11 

Commercial and industrial loans 

470 

2 

12 

23 

433 

746 

Loans to individuals 

822 

3 

29 

32 

757 

1,170 

Credit cards 

518 

0 

14 

16 

488 

704 

Installment loans and other plans 

304 

3 

16 

16 

269 

466 

All other loans and leases 

113 

1 

4 

12 

96 

193 
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Year-to-date net loan and lease losses of national banks by asset size 

Through June 30, 2004 

(Dollar figures In millions) 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 
million to 
$1 billion 

$1 billion 
to $10 
billion 

Greater 
than $10 
billion 

Number of Institutions reporting 

1,959 

817 

974 

122 

46 

7,691 

Net charge-offs to loan and lease reserve 

11,267 

35 

258 

527 

10,447 

15,200 

Loans secured by real estate 

660 

6 

29 

48 

578 

1,040 

1-4 family residential mortgages 

360 

2 

12 

23 

323 

509 

Home equity loans 

149 

0 

1 

4 

144 

210 

Multifamily residential mortgages 

12 

(0) 

0 

5 

7 

18 

Commercial RE loans 

79 

2 

11 

12 

53 

205 

Construction RE loans 

23 

1 

3 

4 

15 

51 

Farmland loans 

4 

0 

1 

0 

3 

6 

RE loans from foreign offices 

33 

0 

0 

0 

33 

40 

Commercial and industrial loans 

1,435 

14 

49 

143 

1,229 

2,591 

Loans to individuals 

8,926 

14 

169 

328 

8,415 

11,157 

Credit cards 

6,781 

3 

113 

256 

6,410 

8,356 

Installment loans and other plans 

2,145 

11 

56 

72 

2,005 

2,801 

All other loans and leases 

247 

2 

12 

8 

226 

411 

Charge-offs to loan and lease reserve 

14,262 

49 

360 

699 

13,155 

19,678 

Loans secured by real estate 

900 

8 

40 

65 

788 

1,404 

1-4 family residential mortgages 

453 

3 

17 

29 

405 

647 

Home equity loans 

188 

0 

1 

5 

181 

258 

Multifamily residential mortgages 

17 

0 

1 

8 

9 

25 

Commercial RE loans 

135 

3 

14 

18 

100 

307 

Construction RE loans 

51 

1 

4 

5 

40 

93 

Farmland loans 

6 

0 

2 

1 

3 

15 

RE loans from foreign offices 

49 

0 

0 

0 

49 

59 

Commercial and industrial loans 

2,314 

18 

73 

193 

2,031 

3,999 

Loans to individuals 

10,597 

19 

228 

412 

9,938 

13,525 

Credit cards 

7,829 

3 

139 

302 

7,384 

9,774 

Installment loans and other plans 

2,769 

16 

89 

110 

2,554 

3,750 

All other loans and leases 

451 

4 

19 

30 

398 

750 

Recoveries credited to loan and lease reserve 

2,995 

14 

102 

172 

2,708 

4,478 

Loans secured by real estate 

240 

2 

11 

17 

210 

364 

1-4 family residential mortgages 

93 

1 

5 

6 

82 

137 

Home equity loans 

39 

0 

0 

1 

37 

48 

Multifamily residential mortgages 

6 

0 

0 

3 

3 

7 

Commercial RE loans 

56 

1 

3 

5 

46 

102 

Construction RE loans 

29 

0 

1 

1 

26 

42 

Farmland loans 

2 

0 

1 

0 

0 

8 

RE loans from foreign offices 

16 

0 

0 

0 

16 

19 

Commercial and industrial loans 

879 

3 

24 

50 

802 

1,408 

Loans to individuals 

1,672 

6 

59 

83 

1,523 

2,367 

Credit cards 

1,048 

0 

27 

46 

975 

1,418 

Installment loans and other plans 

624 

5 

33 

38 

549 

949 

All other loans and leases 

204 

3 

8 

22 

172 

339 


QUARTERLY JOURNAL, VOL. 23, NO. 3 • SEPTEMBER 2004 277 

















Number of national banks by state and asset size 
June 30, 2004 



All 

national 

banks 

National banks 

Memoranda: 

All 

commercial 

banks 

Less than 
$100 
million 

$100 
million to 
$1 billion 

$1 biiiion 
to $10 
biiiion 

Greater 
than $10 
billion 

All institutions 

1,959 

817 

974 

122 

46 

7,691 

Alabama 

22 

10 

10 

1 

1 

152 

Alaska 

2 

1 

0 

1 

0 

5 

Arizona 

14 

4 

6 

3 

1 

45 

Arkansas 

41 

10 

29 

2 

0 

161 

California 

74 

26 

35 

11 

2 

264 

Colorado 

47 

22 

22 

3 

0 

166 

Connecticut 

10 

1 

7 

1 

1 

25 

Delaware 

9 

1 

3 

2 

3 

27 

District of Columbia 

4 

1 

3 

0 

0 

5 

Florida 

69 

14 

46 

9 

0 

262 

Georgia 

57 

19 

36 

2 

0 

327 

Hawaii 

1 

0 

1 

0 

0 

6 

Idaho 

1 

0 

1 

0 

0 

15 

Illinois 

165 

63 

93 

6 

3 

655 

Indiana 

33 

7 

19 

6 

1 

145 

Iowa 

47 

22 

24 

1 

0 

396 

Kansas 

97 

65 

28 

4 

0 

360 

Kentucky 

42 

16 

25 

1 

0 

215 

Louisiana 

14 

5 

7 

1 

1 

137 

Maine 

6 

1 

3 

1 

1 

17 

Maryland 

11 

2 

8 

1 

0 

70 

Massachusetts 

11 

2 

8 

1 

0 

36 

Michigan 

24 

9 

14 

0 

1 

155 

Minnesota 

116 

66 

47 

2 

1 

463 

Mississippi 

19 

7 

10 

2 

0 

94 

Missouri 

45 

22 

19 

3 

1 

345 

Montana 

14 

11 

3 

0 

0 

77 

Nebraska 

70 

48 

21 

1 

0 

258 

Nevada 

7 

1 

2 

3 

1 

34 

New Hampshire 

4 

2 

1 

0 

1 

13 

New Jersey 

21 

0 

14 

5 

2 

76 

New Mexico 

14 

4 

7 

3 

0 

50 

New York 

54 

11 

36 

6 

1 

134 

North Carolina 

6 

0 

4 

0 

2 

70 

North Dakota 

13 

6 

5 

2 

0 

100 

Ohio 

83 

32 

38 

5 

8 

188 

Oklahoma 

85 

44 

39 

1 

1 

268 

Oregon 

3 

1 

1 

1 

0 

36 

Pennsylvania 

75 

18 

45 

9 

3 

164 

Rhode Island 

4 

2 

0 

1 

1 

8 

South Carolina 

25 

9 

14 

2 

0 

74 

South Dakota 

18 

7 

8 

1 

2 

89 

Tennessee 

28 

6 

18 

1 

3 

190 

Texas 

314 

172 

129 

13 

0 

647 

Utah 

7 

2 

3 

0 

2 

58 

Vermont 

8 

2 

6 

0 

0 

14 

Virginia 

38 

7 

28 

2 

1 

125 

Washington 

13 

8 

5 

0 

0 

75 

West Virginia 

17 

8 

8 

1 

0 

67 

Wisconsin 

42 

14 

26 

1 

1 

271 

Wyoming 

15 

6 

9 

0 

0 

41 

U.S. territories 

0 

0 

0 

0 

0 

16 
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Total assets of national banks by state and asset size 
June 30, 2004 
(Dollar figures in millions) 



All 

national 

banks 

National banks 

Memoranda: 

Aii 

commercial 

banks 

Less than 
$100 
million 

$100 
million to 
$1 biiiion 

$1 billion 
to $10 
biiiion 

Greater 
than $10 
biiiion 

All institutions 

$4,596,473 

$44,946 

$271,779 

$361,318 

$3,918,430 

$8,048,367 

Alabama 

21,658 

596 

2,220 

1,404 

17,438 

220,456 

Alaska 

2,221 

68 

0 

2,153 

0 

3,453 

Arizona 

48,689 

178 

3,144 

6,011 

39,355 

52,304 

Arkansas 

9,285 

505 

6,629 

2,151 

0 

37,136 

California 

103,457 

1,626 

11,357 

31,363 

59,112 

261,672 

Colorado 

10,699 

1,155 

5,458 

4,086 

0 

34,742 

Connecticut 

22,171 

92 

2,029 

3,068 

16,981 

23,814 

Delaware 

125,181 

82 

949 

7,010 

117,140 

165,829 

District of Columbia 

636 

86 

549 

0 

0 

656 

Florida 

35,682 

1,014 

11,943 

22,726 

0 

83,597 

Georgia 

23,954 

1,142 

7,351 

15,461 

0 

212,088 

Hawaii 

445 

0 

445 

0 

0 

25,085 

Idaho 

299 

0 

299 

0 

0 

3,966 

Illinois 

373,338 

3,480 

25,157 

16,502 

328,199 

534,522 

Indiana 

66,953 

462 

7,699 

17,803 

40,989 

99,370 

Iowa 

9,559 

1,311 

6,654 

1,594 

0 

44,053 

Kansas 

17,529 

3,575 

8,025 

5,929 

0 

42,864 

Kentucky 

14,225 

1,041 

4,781 

8,404 

0 

45,192 

Louisiana 

31,184 

341 

1,802 

7,781 

21,259 

52,549 

Maine 

32,735 

50 

1,778 

1,630 

29,278 

35,635 

Maryland 

3,124 

102 

1,901 

1,121 

0 

36,285 

Massachusetts 

9,438 

111 

1,800 

7,527 

0 

155,663 

Michigan 

47,942 

402 

3,287 

0 

44,253 

181,595 

Minnesota 

30,118 

3,399 

10,747 

3,924 

12,047 

58,084 

Mississippi 

12,186 

418 

2,626 

9,142 

0 

40,653 

Missouri 

28,513 

1,302 

5,363 

9,608 

12,240 

83,716 

Montana 

1,384 

588 

797 

0 

0 

13,775 

Nebraska 

14,418 

2,342 

5,405 

6,671 

0 

31,081 

Nevada 

29,632 

50 

1,059 

9,078 

19,445 

51,757 

New Hampshire 

13,061 

69 

238 

0 

12,754 

15,296 

New Jersey 

52,947 

0 

4,421 

19,259 

29,267 

96,123 

New Mexico 

6,741 

230 

1,639 

4,872 

0 

12,649 

New York 

679,230 

703 

13,450 

16,834 

648,243 

1,719,406 

North Carolina 

1,077,524 

0 

1,765 

0 

1,075,759 

1,211,099 

North Dakota 

11,178 

290 

1,931 

8,957 

0 

18,837 

Ohio 

495,460 

1,821 

12,595 

9,838 

471,206 

602,072 

Oklahoma 

24,367 

2,326 

8,879 

1,747 

11,415 

45,098 

Oregon 

8,495 

66 

214 

8,215 

0 

19,916 

Pennsylvania 

144,290 

1,158 

14,508 

23,138 

105,487 

189,552 

Rhode Island 

222,355 

55 

0 

8,567 

213,732 

236,970 

South Carolina 

8,261 

662 

3,372 

4,226 

0 

35,364 

South Dakota 

426,422 

238 

3,464 

5,112 

417,608 

436,540 

Tennessee 

90,967 

466 

6,562 

1,262 

82,677 

117,500 

Texas 

77,508 

8,828 

33,619 

35,061 

0 

143,959 

Utah 

53,077 

88 

585 

0 

52,405 

166,172 

Vermont 

1,506 

115 

1,391 

0 

0 

6,220 

Virginia 

44,916 

331 

9,110 

8,296 

27,179 

120,110 

Washington 

2,000 

439 

1,561 

0 

0 

24,549 

West Virginia 

4,474 

478 

1,797 

2,198 

0 

18,071 

Wisconsin 

22,961 

773 

7,632 

1,591 

12,965 

89,477 

Wyoming 

2,083 

293 

1,790 

0 

0 

4,942 

U.S. territories 

0 

0 

0 

0 

0 

86,852 
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